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REFORMING THE REGULATION OF THE 
GOVERNMENT-SPONSORED ENTERPRISES 


THURSDAY, FEBRUARY 7, 2008 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10 a.m., in room SD-538, Dirksen Senate 
Office Building, Senator Christopher J. Dodd (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD 

Chairman Dodd. The Committee will come to order. 

This morning’s hearing is entitled “Reforming the Regulation of 
the Government-sponsored Enterprises,” and while this is the first 
meeting on this topic in the 110th Congress, I want to acknowledge 
that the Committee has established a very substantial record on 
these issues, which was developed through a comprehensive series 
of hearings organized by my colleague and friend, the former 
Chairman, Senator Dick Shelby, when he was Chairman of the 
Committee. He has shown important leadership on this issue, and 
I want to acknowledge that at the very outset of all of this. 

I want to acknowledge as well Senator Tom Carper’s strong in- 
terest in this issue. Hardly a day goes by when Tom Carper has 
not asked me when we are going to deal with the GSE issues. And 
Jack Reed, of course, I want to mention this in a moment, the issue 
as well on the affordable housing issues and the like. There has 
been a lot of interest in the Committee on the subject matter. 

Because we have a number of Members that are new to this 
Committee, I think it would be useful to remind people of the back- 
drop on these issues. A pattern of serious abuses and irregularities 
surfaced at Fannie Mae, Freddie Mac, and the Federal home loan 
banks starting in the year 2003. These entities misstated their in- 
comes by billions of dollars and exhibited serious problems with 
their internal controls, accounting practices, and corporate govern- 
ance. Today, Fannie, Freddie, and the Chicago Home Loan Bank 
are still operating under regulatory agreements. 

It is because of these very serious problems that we all agree 
that a new world-class regulator with broad powers like those of 
the banking regulators should be created to oversee GSEs. By the 
same token, we need to recognize the tremendous benefits that the 
GSEs have brought to the American people, to our communities, 
and to our economy. 

For example, the widespread availability, nearly unique in the 
world, of a 30-year, fixed-rate, payable mortgage is due in no small 

( 1 ) 
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part to the existence of Fannie Mae and Freddie Mac. As a result, 
millions of Americans have achieved the dream of safe and stable 
homeownership that would otherwise have been out of their reach, 
in my view. This homeownership has been an engine of wealth cre- 
ation for our Nation, wealth that is measured in the hundreds of 
billions of dollars, wealth that homeowners may use to pay for a 
child’s college education, to finance a secure retirement, or simply 
to get them over a financial rough patch. Fannie and Freddie are 
two of the key drivers of the housing finance system that has cre- 
ated this wealth. 

Now, let me be clear. I will not be one to preside over a legisla- 
tive process that dismantles this system. I will pursue GSE legisla- 
tion, and I will do so aggressively. But I will not do anything that 
undermines the foundations of this highly beneficial system. 

Ironically, we have sat through hours of hearings over the years 
with witnesses repeatedly raising alarm bells about the risks 
Fannie and Freddie pose to the financial system. Yet today, the 
only part of the housing finance system where credit is still flowing 
is the GSE and FHA sectors. Everywhere else mortgage credit is 
either unattainable or incredibly expensive. One financial institu- 
tion after another failed effectively to manage its risks and has 
been forced to seek capital infusions, often from foreign govern- 
ments, to cushion their losses. Many financial institutions have 
gone bankrupt, but only after making bad loans have they turned 
the American dream into a living nightmare for millions of our 
hard-working fellow citizens. In short, the system is under siege, 
and it is the GSEs that are riding to the rescue. 

I would note the second paragraph of Mr. Lockhart’s testimony 
this morning in his opening statement makes that point very, very 
clear. As you point out, Mr. Lockhart, in your statement, but for 
the GSEs today, this problem would be a far more pronounced and 
serious one, and I thank you for that opening statement because 
it makes the point that I am making here. I will not bother reading 
it, but suffice it to say that that second paragraph states the case 
very clearly. 

I know that there are some who take a very different view of this 
matter. Many are philosophically opposed to the very existence of 
these entities. Former Chairman Alan Greenspan told this Com- 
mittee very frankly that he was in this camp and that he favored 
privatization. In my view, it is time to get beyond this stale ideo- 
logical debate. We need to get down to the hard work of crafting 
a balanced bill that will create the kind of regulator that we all 
agree is needed. By doing so, we will ensure the public that a cred- 
ible regulator is on the job, increasing confidence in our system. We 
will also be able to demand as an integral part of the process that 
the GSEs strengthen and deepen their commitment to affordable 
housing. 

Senator Jack Reed of Rhode Island has provided a framework for 
doing just that, and I commend him for it. I intend to work closely 
with him going forward on that issue. 

In addition, I believe the GSEs need to do more to help subprime 
borrowers get out of the abusive subprime loans and into the safer, 
more affordable stable products. Indeed, as Fannie and Freddie 
successfully address their accounting and management problems, I 
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think it would be very helpful for them to devote a portion of the 
surplus capital they have been required to maintain for the pur- 
chase and workout of these troubled loans. 

As my colleague Senator Schumer noted last week, these are the 
times when GSEs must live up to their public obligations, and I in- 
tend to put them to the test on this. 

Before I recognize the Ranking Member, I want to reiterate that 
we are in agreement in many areas, and I look forward to working 
with him, with our colleagues on this Committee, with our wit- 
nesses, and with other stakeholders to produce a strong, broadly 
balanced, and effective piece of legislation. The American people 
are looking for us in these uncertain times to act. We do not have 
the right to disappoint them, and I do not intend allowing that to 
occur. 

So we are going to move and move carefully with balance, with- 
out rigidity, but also understanding these are very, very critical 
times. Very critical times. And how we act, not only the pace of 
how we act, but what we produce is critically important for the 
well-being of our Nation. And I intend to see that we do that. 

So, with that, let me turn to Senator Shelby. 

STATEMENT OF SENATOR RICHARD C. SHELBY 

Senator Shelby. Thank you, Mr. Chairman. Thank you for call- 
ing this hearing. At the outset, I also want to acknowledge — you 
acknowledged the work of some of the other Senators, but Senator 
Hagel, Senator Crapo, Senator Dole, and Senator Martinez, the 
former Secretary of HUD, along with Senator Sununu, have been 
very involved with all of us on trying to reform GSEs and make 
them work. 

I remain committed, Mr. Chairman, to seeing this Committee 
create a new regulator with the authority and independence nec- 
essary to ensure that these institutions carry out their mission in 
a safe and a sound manner. While it is easy to recognize the role 
the GSEs play in providing liquidity to our home mortgage mar- 
kets, I believe it is also important for us to recognize the size and 
scope of their operations. The combined obligations of Fannie Mae, 
Freddie Mac, and the Federal home loan banks exceed $6 trillion. 
That is over $1 trillion more than the $4.4 trillion publicly held 
debt of the U.S. Government. 

Think about it a minute. Additionally, Fannie Mae and Freddie 
Mac are among the largest participants in the derivatives market, 
arising from their need to hedge the risks associated with their 
combined $1.4 trillion portfolios. Through their debt exposure in 
derivative contracts, the GSEs affect an extensive network of finan- 
cial institutions. Clearly, these are large organizations with a tre- 
mendous influence on our financial markets. Should a GSE be un- 
able to meet its obligations, the ramifications for our mortgage 
market and our financial system could be devastating. The current 
difficulties in the subprime market would be small in comparison 
if one of the GSEs were to falter. 

Mr. Chairman, you have heard me say here many times that an 
institution that is well managed, well regulated, and well capital- 
ized is not only likely to be safe and sound, but is also in the best 
position to weather bad economic conditions. We know that. Both 
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Fannie and Freddie have had significant management problems, as 
evidenced by a string of disturbing accounting scandals, which are 
not yet entirely resolved. They are not well regulated because the 
structure and the authorities of the current regulator are grossly 
inadequate to ensure the safe and sound operation of institutions 
the size of both Fannie and Freddie. 

Finally, Fannie Mae and Freddie Mac are not well capitalized, as 
we know. Roughly 3 years ago, OFHEO placed a 30-percent excess 
capital requirement on the GSEs’ statutory minimum capital re- 
quirements because of serious operational deficiencies. While a 30- 
percent surcharge may sound like a significant increase, let’s put 
it in perspective. The practical effect is that their capital went from 
2.5 percent — 2.5 percent capital — to 3.25 percent for assets. In the 
wake of their combined losses of over $8 billion this year alone, 
representing almost 20 percent of their capital, both Fannie Mae 
and Freddie Mac are leveraged over 80:1 on a fair value basis — 
80:1. These margins leave little, if any, room for error. Even a 
minor decline in the value of their assets or higher than antici- 
pated losses on guaranteed mortgage-backed securities could leave 
Fannie and Freddie ill-equipped to perform the necessary liquidity 
role in today’s troubled housing market. 

Considering that housing market analysts are uniformly fore- 
casting further price declines, and some are even suggesting home 
values may decrease by as much as 25 percent next year, I believe 
it is only prudent to ensure that the GSEs are properly capitalized. 

While we may ask the GSEs to perform the critical task of add- 
ing liquidity to the market, I believe we must also be cognizant of 
the fact that the GSEs face the same heightened risk as every 
other participant in the mortgage market. We have already seen 
some of the effects in the GSEs’ bottom lines. In four of the last 
five quarters, Freddie has reported losses; Fannie has had two 
losses in the last five quarters. For the third quarter, the most re- 
cent public data, Freddie Mac reported a $2 billion loss while 
Fannie Mae reported a $1.4 billion loss. The fourth quarter is not 
likely to be any better, and 2008 promises to continue this trend 
for the GSEs and other market participants. 

Today, as we find ourselves surrounded by waving red flags, 
what is the first thing we do? Do we look for ways to shore up the 
safety and soundness of these massive institutions by creating a 
strong and independent regulator? Do we look for ways to focus 
them on their original mission of facilitating affordable housing? 
Do we look for ways to decrease the risk profile of the GSEs so that 
we first and foremost protect the American taxpayer from another 
costly bailout? 

The answer to all of these questions is no. We do none of these. 
In fact, we do quite the opposite. As part of the stimulus package, 
the Congress is considering an increase in the GSE conforming 
loan limit from $417,000 to over $700,000. 

Let me repeat so that there is no confusion. The Congress is con- 
sidering an increase in the GSE conforming loan limit from 
$417,000 to over $700,000. This represents a nearly 75-percent in- 
crease in the loan limit, despite the fact that this Committee has 
not held one hearing, has built no record, and has no clear picture 
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as to the status of the jumbo market and whether it really needs 
this kind of help at this time. 

So we are clear, an individual would need a yearly income in ex- 
cess of $150,000 to even qualify for a $700,000 loan. Once again, 
instead of thinking of ways to further protect the American tax- 
payer, we are actually considering ways to further expose them for 
the benefit of those making healthy six-figure salaries. As one 
Member of this Committee who lived through the savings and loan 
crisis and its aftermath, as the Chairman did, the mood reminds 
me of the 1980 behind-closed-doors increase in the deposit insur- 
ance limit from $40,000 to $100,000. 

Mr. Chairman, we must ask ourselves why the GSEs are regu- 
lated in the first place and let the answers drive the structure of 
their regulation. Fannie Mae and Freddie Mac are not regulated 
for the sake of protecting their shareholders or their debt holders 
from loss. They are regulated to protect the taxpayers and to pro- 
tect the stability of our financial system. 

I commend the hard work of Director Lockhart and his agency 
in making use of the limited tools at their disposal to monitor the 
GSEs. Mr. Chairman, I believe, however, that OFHEO lacks the 
necessary authority to protect both our financial system and the 
American taxpayer from significant loss in the event of a GSE in- 
solvency. This deficiency becomes all the more striking as we con- 
sider increasing the conforming loan limits by nearly 75 percent 
without even entertaining some added protection. 

The role played by the GSEs in our mortgage and financial mar- 
kets is necessary, as you have pointed out. But what is equally nec- 
essary, I believe, Mr. Chairman, is the need to ensure the safety 
and soundness of their operations so that they continue to be a 
vital and dependable source of liquidity in our mortgage market. 
Therefore, I believe, Mr. Chairman, that we must craft strong legis- 
lation that will address the very real risks posed by the GSEs 
while at the same time facilitating and strengthening their core 
mission. 

I hope we can work together on that goal. 

Chairman Dodd. Thank you very much, Senator Shelby. 

Let me just ask our colleagues here, I want to go around and ask 
them for opening statements. It is a big issue and an important 
issue, but if you could try to limit them to a few minutes, this way 
we can get to our witnesses and so we will have a chance to hear 
them. 

Let me turn, if I can, to Senator Carper. And I am, again, going 
to recognize people in the order in which they arrived here this 
morning. 

STATEMENT OF SENATOR THOMAS R. CARPER 

Senator Carper. Thanks, Mr. Chairman. Thank you for bringing 
us together, and to our witnesses today, welcome. We look forward 
to your comments and your responses to our questions. 

Like many of us gathered here today, I have been a strong sup- 
porter of GSE reform for a number of years. Fannie Mae and 
Freddie Mac are, I believe, the backbone of a mortgage market that 
is reeling from the subprime crisis. And as we have seen both this 
year and last year, subprime mortgages have destroyed the private- 
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label mortgage-backed security market. It is almost as if a hole had 
been punched in a bucket and all of the liquidity in the mortgage 
market had drained out. 

There are any number of reasons for the decline. This Committee 
has held hearings on the subprime mortgage market and the fore- 
closure tragedy. In order to bring liquidity back into the market- 
place, we must use Government-sponsored enterprises. The Federal 
home loan banks have stepped up to this task already. Federal 
home loan bank advances have increased dramatically over the last 
year, from approximately $600 billion to some $900 billion. And 
while much of the news is focused on the $50 billion advances to 
Countrywide, this system has served many more institutions, and 
I will follow up with some questions later on that explore the risks 
associated with the concentration of advances to Countrywide. 

The stimulus package currently pending before the Senate in- 
cludes a provision to raise the conforming loan limit from Fannie 
Mae and Freddie Mac to $730,000, alluded to by Senator Shelby. 
This will certainly provide needed liquidity to the markets by ex- 
panding the mortgage-backed securities that are guaranteed 
against credit losses, to include mortgages much higher than the 
$417,000 limit under current law. And while this will help, it will 
also bring some added risks to these enterprises, and we must take 
steps to bring the regulator back into the 21st century. 

You know, we have debated these issues over the years, and, un- 
fortunately, at least to date, we have not resolved our differences. 
But we now have some serious challenges facing our economy, and 
this is the time to restore confidence in our mortgage markets. I 
look forward to working with our Chairman and Ranking Member 
and a lot of other folks around this table to find common ground 
on these issues. 

Some of the issues we have argued over in the past have been 
overtaken by market events, and because time is of the essence, I 
would hope that we would use the House-passed bill as a starting 
point. And while I have some concerns about some of its provisions, 
it is a good middle ground, and we can build on the consensus 
reached by Chairman Frank, his Committee, and Secretary 
Paulson and others. 

With that said, any bill that we debate should have the following 
key provisions: A new regulator with combined authority should be 
independent. A new regulator should be able to set minimum cap- 
ital requirements. A new regulator should have enhanced enforce- 
ment authorities. SEC registration — Fannie on track, and I think 
all 12 Federal home loan banks have been registered now. New 
program approval. Affordable housing fund and goals should be in- 
cluded as well. And there should be limits on retained portfolio. 

And while we are searching for ways to help a distressed market- 
place, let’s just keep in mind that there are $46 trillion of GSE se- 
curities currently in the market around the world, and we need to 
do everything we can to maintain the confidence in the GSEs and 
their security. The best way to maintain confidence is to create a 
regulator that would have the authority and the stature to calm 
the markets and ensure that both the debt and the mortgage- 
backed securities issued by our GSEs continue to be seen favorably 
by investors. 
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I would just close with this, Mr. Chairman. Go back 2 years ago. 
There was a whole lot that we disagreed on. And if you go down 
the list of things we used to disagree on, on which there is now 
consensus, we agree on a whole lot more today than we disagree 
on. And with that consensus, my hope is we will be able to move 
forward expeditiously. I am delighted that we are here and get this 
party started. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you, Senator Carper, very, very much. 

Senator Hagel. 

Senator Hagel. I will wait for the testimony. 

Chairman Dodd. Thank you, Senator. 

Senator Reed, Jack Reed. 

STATEMENT OF SENATOR JACK REED 

Senator Reed. Thank you, Mr. Chairman. I have a written state- 
ment which I would like to submit to the record. 

Chairman Dodd. Done. 

Senator Reed. And I would make some very brief comments, I 
think. 

First, we all recognize the crucial importance that the GSEs play 
in our financial system, particularly providing liquidity in our 
mortgage market at a time when that liquidity is desperately need- 
ed. 

We also, I think, agree, based on everything I have heard this 
morning, that the GSEs need a strong regulator with a full panoply 
of powers as outlined by Senator Carper, and that is a good start- 
ing point. 

As we go forward, Senator Shelby has suggested that we will 
consider allowing Fannie and Freddie to purchase jumbo mort- 
gages. We have to do that carefully, and we also have to ensure 
they do not lose focus on the primary area of their concern, which 
is the moderate- and low-income market in the United States, to 
provide those individual Americans with access to mortgages and 
homeo wnership . 

As the Chairman indicated, I have introduced, along with col- 
leagues, the GSE Mission Improvement Act, and this would create 
an Affordable Housing Trust Fund. I think that has to be part of 
a final legislative GSE proposal. Sixty-five percent of the money 
would be a formula grant to States which, in the first year, could 
be used to go in and help people who are underwater with their 
mortgages by providing fixed 30-year mortgages rather than the 
exotic mortgages that are now plaguing their lives. The other 35 
percent would be a capital magnet fund which would attract pri- 
vate capital for renovation, rehabilitation, and construction of af- 
fordable housing. We do understand that at some point going for- 
ward we have to get back into building affordable housing, not ex- 
pensive housing exclusively. 

And I think without our concentration on affordable housing for 
our citizens, we will continue to have significant problems. Many 
of the people that are troubled today because of mortgage difficul- 
ties, had they had access to not only affordable housing but afford- 
able mortgage financing would not be in the terrible predicament 
they are in today. I think we can do more and we should do more. 
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I thank the Chairman and Senator Shelby for holding the hear- 
ing and their wise comments. Thank you. 

Chairman Dodd. Thank you very much. 

Senator Martinez. 

STATEMENT OF SENATOR MEL MARTINEZ 

Senator Martinez. Mr. Chairman, thank you very much. I want 
to welcome the panel, very especially Ronald Rosenfeld, who I had 
the pleasure to work with while I was at HUD as he was Director 
of Ginnie Mae at the time. 

Mr. Chairman, for a long time, I have been concerned about the 
role of the GSEs, and let me just say that I will put my full state- 
ment in the record and just make brief comments. 

The concern arose during my time at HUD because of the great 
risks that the implied guarantee of the Federal Government pre- 
sented a point of liability to our Government, while at the same 
time understanding the weakness of the current regulator. OFHEO 
and HUD share the regulation. It is not all under one roof. And in 
this bifurcation and without the independence and the enhanced 
powers that a regulator should have, OFHEO does not have the 
tools available to properly regulate these entities. 

This is why it is critical that we do GSE reform. This is why it 
is critical that the time be now, because we are at a time of crisis 
in the housing market. We are at a time of crisis in the liquidity 
of mortgages in the housing market. 

In order to have a strong regulator, we would not only be ensur- 
ing the safety and soundness, we would be giving a sense of com- 
fort and security to the United States taxpayer, but also we would 
be enhancing the credibility of Fannie and Freddie and the other 
GSEs as a prudent place to invest money. It would increase liquid- 
ity into the housing market at a time when tremendous needs for 
liquidity exist. 

So for my way, I think that the time has come. I think we need 
to move to ensure that the new product requirements be fully over- 
seen, that there be a timely opportunity to object. The current reg- 
ulator gets told when a new product goes into market. We have got 
to have a situation where, before a product goes into market, that 
it is brought before the regulator for an approval or disapproval in 
a timely way, because I know that the market shifts quickly. But, 
in any event, safety and soundness, new product approval, sticking 
to the charter mission, ensuring that it is about helping housing at 
a certain level of the marketplace. 

I am very, very concerned about the current stimulus including 
an increase in the conforming loan limits. We are doing that with- 
out properly knowing and understanding the implications of it, the 
increased liabilities to companies that already are stressed at a 
time of difficulty. And I know there are good reasons why. The peo- 
ple in Miami would have an opportunity to get loans that they oth- 
erwise might not get. I am encouraged that this would be very lim- 
ited in terms of markets where this would happen, but I am very 
concerned 

Chairman Dodd. And in time, too. 

Senator Martinez. And time. Certainly in time. But it also ought 
to be coupled with a commitment, Mr. Chairman, that we will get 
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GSE reform, that we will not delay on this, because the two ought 
to be coupled together. Sure, there is a need for them to have in- 
creased loan limits in certain markets and for a period of time, but 
at the same time, we should not do so without a strong commit- 
ment to a strong regulator. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very, very much. 

Senator Menendez. 

STATEMENT OF SENATOR ROBERT MENENDEZ 

Senator Menendez. Thank you, Mr. Chairman. Let me thank 
you and Senator Shelby for bringing us back to this incredibly im- 
portant topic, and I look forward to your leadership in moving 
ahead on this. 

Very briefly, the discussion of reform has largely come back to 
the forefront of the debate due to the discussion of loan limit in- 
creases in the economic stimulus package, and I want to pick up 
where Senator Martinez left off. 

Let me say that I clearly support a temporary increase in the 
GSE loan limits. It will help restore liquidity to the market. It will 
increase confidence, make loans more affordable and available. It 
is an appropriate and necessary step to help get our economy back 
on track. 

That said, looking forward, I firmly believe that it is time to pass 
a GSE reform bill. It is time to create a stronger, politically inde- 
pendent new regulator. I also believe that it is also time, once they 
have met the requirements of their consent orders, to move forward 
and not let the accounting scandals of the past define their future. 

I have seen the great work that Fannie and Freddie have done 
in my home State of New Jersey. I know the vital role that they 
play in the housing community. Their mission to help low- and 
moderate-income families get affordable financing for a home has 
never been more critically needed than now in terms of the midst 
of this subprime crisis. 

Millions of homeowners across this country are crying out for 
help. They are pleading for help in saving their homes, and today, 
on their behalf, we are asking you to help modify their loan terms. 
I know that you are already working toward this goal, and I simply 
hope you will continue to do so and that we use every resource pos- 
sible to help these people keep the American dream and not have 
it become the American nightmare. 

And with that we look forward to meaningful GSE reform as a 
critically important step for the longer term and the opportunity to 
do some of what you have suggested in the short term. 

Chairman Dodd. Thank you very much, Senator. And let me just 
say to all Members that their full statements will be included in 
the record. 

Senator Crapo. 

STATEMENT OF SENATOR MIKE CRAPO 

Senator Crapo. Thank you very much, Mr. Chairman, and I 
want to state at the outset, in order to be brief, that I support the 
comments that many of my colleagues have made with regard to 
concerns about the increases in the loan limit in the stimulus pack- 
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age and the need for us to move forward with full GSE reform leg- 
islation, primarily to assure that we have a strong, independent 
regulator. I just want to highlight two issues, and then I will look 
forward to working with the witnesses. 

First, one of the areas that I believe we need a lot more evalua- 
tion and debate on and vetting is an evaluation of the comparative 
strengths and weaknesses that exist between affordable housing 
goals, affordable housing programs, and an affordable housing 
fund. Fannie and Freddie have affordable housing goals. The Fed- 
eral home loan banks have an affordable housing program. And the 
House-passed GSE reform legislation would establish a new hous- 
ing fund with goals. 

I think that we need to look at the — by the way, the most recent 
GSE reform legislation from this Committee did not have the hous- 
ing fund, but I know there is now a very strong concern for includ- 
ing one. 

Although I do not think there is much disagreement about the 
need to reaffirm the Government-sponsored enterprises’ mission 
with regard to affordable housing, there is still a lot of debate 
about how this can best be accomplished, and specifically, we need 
to determine what is the appropriate amount of resources that 
should be allocated to these affordable housing issues, and who 
should allocate the funds, and how these funds should be best 
spent. I think that is a very critical issue as we move forward with 
regard to this legislation. 

Another issue that I want to revisit is the question of the com- 
bining of the regulatory authority of all housing GSEs. I note that 
in Assistant Secretary Nason’s testimony, he reaffirms the position 
that the Federal home loan banks should be included in the GSE 
reform and that we should have one independent regulator. I am 
going to be interested in evaluating the structural differences be- 
tween Fannie and Freddie and the Federal home loan bank system 
to determine how we would accomplish that and still achieve the 
necessary purposes and objectives that we have for both of the dif- 
ferent types of systems that we have to deal with there and wheth- 
er it is the right decision for us to move to one combined regulator 
for all. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much. 

Senator Schumer. 

STATEMENT OF SENATOR CHARLES E. SCHUMER 

Senator Schumer. Thank you, Mr. Chairman. Once again, thank 
you for holding this hearing and for your leadership on this issue 
of GSE reform, which has been long and steadfast. And, of course, 
we are in the midst of one of our Nation’s worst housing crises, so 
it is especially important that we examine the critical role that 
GSEs play in providing liquidity and stabilizing the housing mar- 
ket. 

But rather than focus exclusively on the specific issues of GSE 
reform that we have discussed many times in the past, I would like 
to examine the role that GSEs can and should play in these times. 

As this Committee has worked on this issue over the past several 
years, as you well know, I have been one of the strongest sup- 
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porters of the enterprises. Fannie and Freddie were created to pro- 
vide liquidity to the Nation’s mortgage market and to ensure that 
a steady supply of mortgage credit is available in all market condi- 
tions. In the past, they have done a stellar job. Fannie and Freddie 
have served our country well. They have created unique products 
that could not have been developed by purely private or purely 
public sector companies. This ability strengthens and fills a gap in 
the housing markets. 

However, during the housing market disruption, Fannie and 
Freddie have not lived up to my expectations and those of many 
others when it comes to assisting borrowers who are having dif- 
ficulty affording their loans. Instead of leading the charge to help 
troubled borrowers, we have had to push them forward every step 
of the way. As Government-sponsored enterprises, Fannie and 
Freddie fill a special need. However, in this time of our greatest 
need in the housing markets since we have recovered from the 
Great Depression, I have been disappointed by their response. 

The conforming loan limit increase, which the enterprises have 
sought for many years, will be a significant and profitable new 
business for Fannie and Freddie, and I expect that in return for al- 
lowing the enterprises to enter the jumbo market, the companies 
will make a commitment to fund additional refinancing or modifica- 
tion resources to lower-income borrowers who are having difficulty 
affording their payments. 

While Fannie and Freddie have developed new products and in- 
creased their rate of securitization to date, I am increasingly con- 
cerned by statements from the companies and from their regulator 
that additional action will be difficult or impossible because of cap- 
ital constraints and market conditions. 

Let me be clear. This is not an acceptable response. These orga- 
nizations were created specifically to help in times of crisis. It 
would be like calling the fire department to put out a raging fire 
and have them tell you they were busy getting a cat out of the tree. 
That is what they have always done, and that is what they want 
to keep doing. If capital constraints are restricting action by the 
GSEs, they should consider raising additional capital, and OFHEO 
and Congress should consider ways to give them additional flexi- 
bility to help their subprime borrowers. 

One option is to re-examine the 30-percent capital surcharge im- 
posed in the wake of the accounting scandals at Fannie and 
Freddie. If, as expected, the companies become timely filers in Feb- 
ruary, OFHEO should consider reducing the enterprises’ capital 
surcharge, if that can be done in a safe way. 

Any capital relief has to come with a substantial new commit- 
ment to purchase loans for struggling subprime borrowers. If 
Fannie and Freddie will not enter this agreement voluntarily, we 
should consider imposing it as part of the agreement to lift the cap- 
ital surcharge. If the debt markets are not allowing the GSEs to 
borrow as cheaply as they once could, that is how the world works, 
the capitalist world works. They still enjoy advantages that no 
purely sector actor has, and, thus, they have a responsibility to use 
those advantages to provide liquidity and stabilize the markets. To 
simply maximize profitability and say we are not going to help be- 
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cause there are other things we do that are more profitable is not 
acceptable in these very critical times. 

So I am calling on their CEOs today, Fannie and Freddie’s CEOs, 
to continue to improve the GSEs’ response to the crisis and make 
a renewed commitment to help struggling borrowers. Although 
market conditions may not be ideal to maximize the GSEs’ profit, 
their role in these conditions is to step in where the private market 
will not and ensure continued liquidity for the mortgage market. 

The GSEs also need to be industry leaders when it comes to 
other aspects of the market. Yesterday, I wrote to both enterprises 
to urge them to clarify mortgage servicing standards for outside 
servicers. Because Fannie and Freddie represent such a large share 
of the market, their servicing guidelines create a de facto industry 
standard that prevents servicers from performing principal 
writedowns — a critical type of loan modification that will help 
many homeowners during the housing crisis, especially those 
trapped underwater in their loans. 

The clarification of these standards would be a simple and pru- 
dent step by the GSEs to show their commitment to help at-risk 
homeowners during these troubled times. If Fannie and Freddie 
had the right proactive attitude, I would not have had to write let- 
ters to Fannie and Freddie imploring them to set clear and high 
standards for loan servicing. These companies operate with an im- 
plicit Government guarantee, are exempt from paying State and 
local taxes, and are able to borrow at reduced rates. With these ad- 
vantages come responsibilities. I think many of us expect these or- 
ganizations to be in the vanguard of efforts to help borrowers, espe- 
cially in times of crisis. They should be proactively looking for ways 
to improve all aspects of their business, from subprime refinancing 
products to their purchasing commitments, to their loss mitigation 
and loan servicing guidelines. 

Mr. Chairman, I have some other things I wanted to say to Mr. 
Rosenfeld and what I feel is the lack of response, particularly in 
regards to Countrywide, but I will ask — in the interest of time, I 
will put that statement in the record and save it for questions. 

Chairman Dodd. Thank you, Senator, very, very much. And be- 
fore you came in, I made the point, to pick up on your point here, 
regarding the lifting of the capital surcharge. I would like to see 
that money stay there so they start utilizing that close to $20 bil- 
lion that is there specifically to do exactly what you have talked 
about, and that is, to assist those people who are struggling, to 
keep them in their homes. That is exactly the role that Fannie and 
Freddie I think could play at this critical time. 

Senator Schumer. Thank you, Mr. Chairman. 

Chairman Dodd. Hardly going to be enough, I might point out. 
I think more is needed. But that would be one wise use of that cap- 
ital. 

Senator Schumer. I could not agree more. Thank you. 

Chairman Dodd. Senator Dole. 

STATEMENT OF SENATOR ELIZABETH DOLE 

Senator Dole. Thank you, Mr. Chairman. I certainly want to 
welcome our witnesses today. Director Lockhart and I have worked 
together in the past when I was serving as Secretary of Labor and 
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he was heading the PBGC, and I thank you for your service to our 
country. 

As you know, the GSEs have been of particular concern to me 
and for many of the Members of this Committee. I appreciate the 
Committee’s careful attention to this matter today, particularly in 
light of the current housing and financial unrest. 

Originally, Fannie Mae was created in 1938 as an agency of the 
Federal Government, fully backed by the U.S. Treasury Depart- 
ment. Its intent was to increase affordable housing options for 
Americans. Fannie created a secondary market for home mortgage 
loans at a time when we all know our Nation’s housing market was 
in a period of dire straits. In 1970, Congress charged Freddie Mac 
with a similar mission. Fannie Mae and Freddie Mac’s principal 
business is mortgage securitization. These GSEs buy mortgage 
loans from the original lenders, pooling and repacking them as 
mortgage-backed bonds. According to the current edition of Busi- 
ness Week, Fannie and Freddie accounted for approximately 87 
percent of mortgage securitizations in December 2007 versus fewer 
than half in 2005 and 2006. 

Over the past 5 years, there have been well-documented financial 
issues involving Fannie Mae and Freddie Mac. In 2003 for Freddie 
and in 2004 for Fannie, serious problems were revealed, as we all 
know, with respect to their internal controls. Through various re- 
statements, it was determined that Freddie had understated its net 
income by $5 billion while Fannie overstated its earnings by $6.3 
billion. Due to these accounting problems, the GSEs have had to 
restate their earnings for several years and pay fines totaling hun- 
dreds of millions of dollars. I hope to learn today from our panelists 
that these types of financial improprieties are confidently in the 
rearview mirror. 

Over the past two Congresses, I have been an original cosponsor 
of bills that have helped pave the way for comprehensive GSE re- 
form. S. 1100, introduced by Chuck Hagel and cosponsored by Sen- 
ators Martinez and Sununu and me, concentrates on focusing 
Fannie and Freddie’s portfolios toward its affordable housing mis- 
sion, improves SEC disclosure requirements, and requires a com- 
prehensive review of the GSEs’ lobbying activities. 

Mr. Chairman, it is of the utmost importance that we enact legis- 
lation this year to ensure that Fannie Mae and Freddie Mac oper- 
ate under an effective world-class regulator. As recent events have 
demonstrated, comprehensive GSE reform is long overdue. One has 
to look no further than the current proposal embedded in the eco- 
nomic stimulus package for a temporary 1-year expansion of the 
conforming loan limits from $417,000 to $730,000 to see why the 
time to act is now. Without such reform, at worse, Congress could 
end up further jeopardizing the stability of the housing and credit 
markets, even as this provision is aimed at increasing liquidity and 
the breadth and depth of the mortgage market. Hence, this Com- 
mittee has a great opportunity to work in a bipartisan fashion to 
craft comprehensive reform that I think most of us would agree is 
long overdue. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much, Senator Dole. 

Senator Allard. 
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STATEMENT OF SENATOR WAYNE ALLARD 

Senator Allard. Thank you, Mr. Chairman. I want to thank you 
for holding this hearing and for Senator Shelby working with you 
in that capacity. 

I have a full statement I would like to make a part of the record 
and ask unanimous consent that it be made a part of the record. 
In the meantime, I just have a few brief remarks that I would like 
to make. 

For me, and I think for the rest of the Committee, it is sort of 
a feeling of deja vu all over again. It just seems like it was just 
a short time ago when we had some huge Government scandals 
and accounting scandals, 5 years ago, when it came to light in both 
Freddie Mac and Fannie Mae, and here we are today still debating 
whether we need adequate regulation or not. In fact, back to that 
time, I even recall a few issues relating to executive compensation. 

So the housing GSEs are huge. Their combined obligations ex- 
ceed the publicly held debt for the entire United States by more 
than $1 trillion, and yet we do not have reform. We have seen a 
dramatic increase in their share of mortgage origination, yet we do 
not have reform. We have seen a huge increase in their mortgage 
credit leverage, and still lack reform. We have seen more than $10 
billion in financial restatements, and yet we still do not have re- 
form. 

Now, despite their promises, Fannie Mae and Freddie Mac are 
still not timely filers. So I think that it is urgent that we move for- 
ward with GSE reform, and particularly in light of the fact that we 
have, in legislation that has come to the floor of the Senate for a 
stimulus package, increasing those loan limits where we increase 
all those factors that have been pointed out to this Committee as 
a problem. 

And so I would hope and urge the Chairman to do whatever he 
can to get these reforms in an expeditious way. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much, Senator. 

Senator Casey. 

STATEMENT OF SENATOR ROBERT P. CASEY 

Senator Casey. Thank you, Mr. Chairman. I appreciate you call- 
ing us together today. I want to thank the panelists who we will 
be hearing from, both panels. 

We have had in the last couple of years, as everyone knows, a 
real shaking of the confidence of the American people, and I know 
that since 2003 and 2004, both Fannie and Freddie have come a 
long way and there have been certainly new management and up- 
dating of business practices and all that, and that is wonderful. We 
appreciate that and we are grateful for that. 

But when a public official, when a public agency, or even in the 
context of Government-sponsored enterprises, whatever we are 
talking about in terms of public trust, when that is shaken or erod- 
ed or in some cases shattered, it takes a long, long time to rebuild 
that. And I know a lot of people in this town have worked hard to 
rebuild that trust, and I am confident that is happening. But in 
some cases, it takes a long time, and that is the kind of trust that 
we all have to earn as public officials and as participants in public 
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agencies. We have to earn that trust every single day, and even 
more so if it has been compromised or shattered. So we know that 
people are working to do that, but it is not going to happen in a 
couple of years or it is not going to happen overnight. 

But I do know that in 2006, Freddie Mac helped 2,098 Pennsyl- 
vania families avoid foreclosure while Fannie Mae helped another 
2,700. That is good news for our State, and I am sure we could re- 
peat similar numbers in other States. So the GSEs are helping to 
bring millions of dollars in capital into our cities and our States to 
help families purchase homes, and I hope we can continue to work 
together to create a unified, sensible regulatory structure that al- 
lows the GSEs to continue bringing the world’s capital into local 
neighborhoods. 

But as I said before, we have still a long way to go, and I look 
forward to working with those who will testify today and with 
Members of this Committee on that common shared agenda. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you, Senator Casey, very much. 

Senator Bennett. 

STATEMENT OF SENATOR ROBERT F. BENNETT 

Senator Bennett. Mr. Chairman, we have plowed this ground 
and raked these leaves enough. I agree that we need a strong regu- 
lator, and I agree that we are in a crisis, and I look forward to the 
witnesses. 

Chairman Dodd. Thank you very much, Senator. I appreciate 
that. 

Well, I thank all of my colleagues. We have had, I think, 13 
Members of the Committee here this morning. I appreciate the pa- 
tience of our witnesses, but you get a sense of the sense of urgency 
here on a bipartisan basis about the issue and some very common 
points that have been raised as well. I think without exception ev- 
eryone has talked about the need for a strong regulator. So we 
begin, I think, with a good opportunity for us to be able to craft 
something here. It probably will not be exactly what everyone 
would like, but like any other product that comes out of a Com- 
mittee like this, we try to work together to come out with some- 
thing we can all agree on and move forward. 

This is not the only piece of the puzzle, but it is an important 
piece of doing what needs to be done to restore the sense of con- 
fidence and optimism in the country. So, with that, let me thank 
our witnesses and introduce them quickly, if I can. 

Our first witness, David Nason, Assistant Secretary for Financial 
Institutions at Treasury, serves as the senior adviser to the Sec- 
retary, Deputy Secretary, and Under Secretary for Domestic Fi- 
nance on financial institutions, GSEs, financial literacy, and other 
issues, and, Mr. Nason, we thank you very much for being with us. 

Next will be Jim Lockhart, who has been already referenced here 
several times this morning, Director of OFHEO. Mr. Lockhart has 
served as Director since June of 2006 and prior to that served as 
the Deputy Commissioner of Social Security. 

And, finally, we will hear from Ronald Rosenfeld, Chairman of 
the Federal Housing Finance Board, a position to which he was 
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confirmed by the Senate in December of 2004. Prior to becoming 
Chairman, Mr. Rosenfeld served as President of Ginnie Mae. 

And so I want to welcome all of our witnesses here this morning, 
and before taking their testimony, I want to note that the wit- 
nesses were asked to provide written copies of their testimony 24 
hours before the hearing, which is the longstanding tradition of 
this Committee. I have been on this Committee for 26 years, and 
we have always required it. It is pretty much a standard require- 
ment before any committee of the U.S. Senate to have the testi- 
mony before us. Both OFHEO and the Treasury failed to meet that 
deadline, I would point out. In fact, Treasury’s testimony did not 
arrive until 6 p.m. last evening, and OFHEO’s testimony did not 
arrive until 4 p.m. yesterday. 

We take our oversight responsibilities very, very seriously here, 
all of us do, and it is critically important that Members and staffs 
have an opportunity to be able to read that testimony so we can 
do our jobs here in terms of questioning and raising issues that are 
important to everyone. 

I want to note this is the second time in 2 weeks we have had 
a problem with the Treasury, Mr. Nason. I want you to carry the 
message back. I am a new Chairman of this Committee. If that 
happens again, you will not be appearing before the Committee. 
Now, there can be extreme circumstances that come up, and cer- 
tainly let the Committee know when that occurs. But I want testi- 
mony here in a timely fashion, and so don’t let it ever happen 
again here, at least under my watch. OK? Do we understand each 
other on that point? Thank you very much. 

Mr. Nason. 

STATEMENT OF DAVID G. NASON, ASSISTANT SECRETARY FOR 
FINANCIAL INSTITUTIONS, DEPARTMENT OF THE TREASURY 

Mr. Nason. Thank you very much, and I will certainly take that 
message back. 

Chairman Dodd, Ranking Member Shelby, and Members of the 
Committee, thank you very much for inviting me to appear before 
you today. I very much appreciate the opportunity to present the 
Treasury Department’s perspective on GSE regulatory reform. 

The U.S. economy is diverse and resilient, and our long-term fun- 
damentals are healthy. Yet economic growth has slowed, and the 
risks are clearly to the downside, given current conditions in the 
housing, credit, and energy markets. Issues related to housing and 
credit markets bring us directly to the topic of today’s hearing. This 
Committee is very well aware that the housing and mortgage mar- 
kets are going through a transition period that is exerting stress 
on homeowners. The current housing downturn comes after years 
of exceptional housing price appreciation, and the housing market 
is likely to remain weak well into this year and potentially beyond 
2008. 

The Administration also recognizes that the GSEs have played 
an important role in making credit available to current and pro- 
spective homeowners. Since year-end 2006, Fannie Mae and 
Freddie Mac have increased their outstanding mortgage-backed se- 
curities by over $600 billion. In addition, outstanding advances of 
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the Federal home loan bank system increased by $184 billion in the 
third quarter alone. 

However, the well-documented accounting and corporate govern- 
ance problems that emerged first at Freddie Mac in 2003 and then 
later at Fannie Mae in 2004 raised fundamental questions about 
the risk management practices at both companies. Substantial 
progress has been made to address these issues, but challenges re- 
main. In addition, the Federal home loan banks were not immune 
to similar risk management issues as the regulatory actions associ- 
ated with problems at the Federal Home Loan Bank of Chicago and 
the Federal Home Loan Bank of Seattle illustrated. 

More recently, much like other financial institutions involved in 
mortgage finance, Fannie Mae and Freddie Mac have experienced 
various levels of stress in the current mortgage environment. For 
example, in the third quarter of 2007, Fannie Mae and Freddie 
Mac reported losses of $1.5 billion and $2.1 billion, respectively. All 
of these factors point to a clear and urgent need for completing 
housing GSE regulatory reform, and we thank this Committee for 
taking this important step toward this goal. 

The Treasury Department’s core objectives for housing GSE reg- 
ulatory reform are: first, the need for a sound and resilient finan- 
cial system; and, second, increased homeownership opportunities 
for less advantaged Americans. It is paramount that the housing 
GSEs properly manage and supervise the risks they undertake and 
that a strong regulator oversee their operations. Otherwise, their 
solvency could be threatened, and this could have a negative im- 
pact on the stability of other financial systems and the overall 
strength of the economy. 

Throughout the debate on housing GSE regulatory reform, the 
Treasury Department’s focus has been on ensuring that the new 
regulator has all the powers, authority, and stature required to 
perform its mandated function. In this regard, the new regulator’s 
powers should be comparable in scope and force to those of our Na- 
tion’s other financial regulators. 

Many of the following key elements of housing GSE regulatory 
reform have been debated in recent years: providing authority to 
set capital, providing receivership authority, transferring new ac- 
tivity approval and mission oversight from HUD, providing inde- 
pendent funding and litigating authority, eliminating Government- 
appointed directors to the GSEs’ boards, and combining the regu- 
latory authority over Fannie Mae, Freddie Mac, and the Federal 
home loan banks. 

The housing GSE regulatory reform bill passed by the House of 
Representatives addresses many of these issues aforementioned in 
an adequate manner. However, additional elements of reform are 
necessary to address the GSEs’ particular characteristics. 

In addition to addressing the fundamental shortcomings in the 
current GSE regulatory structure, it is just as important that the 
new regulator have the appropriate authority to consider the 
unique characteristics of the GSEs and their housing missions. The 
housing GSEs were created to accomplish a mission, and they were 
provided a certain set of statutory benefits to help in carrying on 
that mission. Freddie Mac and Fannie Mae operate in the sec- 
ondary mortgage market by providing credit guarantees on MBS or 
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by directly investing in mortgages and mortgage-related securities 
through their retained mortgage portfolios. 

The combination of three key features of Fannie Mae and 
Freddie Mac’s retained mortgage portfolios warrant the attention of 
policymakers: first, the size of the retained mortgage portfolios of 
Fannie Mae and Freddie Mac, $1.4 trillion as of year-end 2007; 
two, the lack of effectiveness market discipline over these organiza- 
tions; and, three, the interconnectivity between the GSEs’ mortgage 
investment activities and the other key players in our Nation’s fi- 
nancial system, both insured depository institutions and deriva- 
tives counterparties. The combination of these three factors caused 
the GSEs to present the potential for systemic risk to our financial 
system and the global economy. 

Policymakers have been struggling with the inherent tension and 
the potential problems posed by the GSEs for years. In fact, a 
Treasury Department official stated in testimony a few years ago, 
and I quote, “[a]s the GSEs continue to grow and to play an in- 
creasingly central role in the capital markets, issues of potential 
systemic risk and market competition become more relevant.” 

That statement was not from a member of the Bush Administra- 
tion Treasury Department but, rather, from testimony delivered in 
March of 2000 by then-Under Secretary Gensler of the Clinton Ad- 
ministration Treasury Department. 

As we further consider authorities of the new GSE regulator to 
address the long-run issues posed by their retained mortgage port- 
folios, the new housing GSE regulatory agency must be provided 
specific review authority over the retained mortgage portfolios. 
Such authority must establish a clear and transparent process 
based on guidance from Congress on how the new regulatory agen- 
cy will evaluate the retained mortgage portfolios in terms of risk 
and consistency with mission. 

In conclusion, we at Treasury remain convinced that a new regu- 
latory structure for the housing GSEs is essential if these entities 
are to continue to perform their public mission successfully. We 
look forward to continuing to work with you on this important 
issue. 

Thank you very much. 

Chairman Dodd. Thank you very much, Mr. Nason. That was 
good timing, too. Right on the button here. 

Mr. Lockhart. 

STATEMENT OF JAMES B. LOCKHART III, DIRECTOR, OFFICE 
OF FEDERAL HOUSING ENTERPRISE OVERSIGHT 

Mr. Lockhart. Mr. Chairman, Ranking Member Shelby, Mem- 
bers of the Committee, thank you for the opportunity to testify on 
the critical need for GSE regulatory reform. 

The GSEs have become the dominant mortgage funder in these 
troubling times as they fulfill their missions of providing liquidity 
and stability and affordability. They have been reducing risk in the 
market, but concentrating mortgage risk on themselves. They are 
now being asked to take on even more risk in the subprime and 
jumbo markets. Given the past accounting and operational prob- 
lems of both Fannie Mae and Freddie Mac, OFHEO directed the 
enterprises to take many remedial actions. We also capped the 



19 


growth of their portfolios, which we loosened last September, and 
required them to keep capital levels 30 percent higher than the 
minimum required by law. In retrospect, these actions were ex- 
tremely important in reducing credit losses and preventing disrup- 
tions of the conforming loan market. 

Both enterprises have made significant progress on their remedi- 
ation efforts, but significant issues do remain. They did publish 
third quarter financials, but that accomplishment was dampened 
by about $3.5 billion of losses. They expect to produce timely 2007 
financials at the end of this month. 

During 2007, the housing GSEs’ debt and guaranteed MBS out- 
standing grew 16 percent to $6.3 trillion. To put trillions in per- 
spective, this chart you have a copy of, a simple comparison is to 
the debt of the United States, which was $5.1 trillion, including 
that held by the Fed. The whole debt of Fannie and Freddie in 
their MBSs equals that, and if you add on the Federal Home Loan 
Bank’s debt of $1.2 trillion, you get $6.3 trillion of debt. 

Housing market conditions in many parts of the country are 
weak. Virtually all measures of the housing market have deterio- 
rated very sharply, especially over the last two quarters. During 
this period of turmoil, the enterprises have provided stability and 
liquidity to the conforming mortgage market. They have securitized 
almost $100 billion a month in mortgages. As a result, there has 
been a dramatic reversal in their market share, as you can see in 
this next chart. 

Their share of total mortgage originations was less than 38 per- 
cent in 2006. By the fourth quarter of this year, it had doubled to 
76 percent. They are effectively, combined with the Federal Home 
Loan Banks, the mortgage market. Actually, it might be 90 percent 
if you added in the Federal Home Loan Banks. 

Credit losses and risks are growing. In the fourth quarter, they 
cut their dividends and raised almost $14 billion in preferred stock, 
which is critical, as both CEOs have said they are going to have 
very tough fourth quarters and 2008s. An increase in the con- 
forming loan limit will add to the enterprises’ risk. OFHEO be- 
lieves an increase should be coupled with quick enactment of com- 
prehensive GSE reform. 

Jumbo loans would present new risks to the already challenged 
GSEs. Underwriting them successfully will require new models, 
systems, and tough capital allocation decisions. OFHEO has prom- 
ised to work closely with Fannie Mae and Freddie Mac to ensure 
that an increase is implemented as quickly, safely, and soundly as 
possible. 

Why is GSE reform so critical now? As I said, they have really 
become the secondary mortgage market in these very troubling 
times, and they need to continue to provide that liquidity. We in 
turn need to maintain confidence in the GSEs, especially with for- 
eign and domestic investors, who hold that $6.3 trillion of securi- 
ties. 

We need to rebuild confidence in the housing and mortgage mar- 
kets. Their growing credit losses, risk, and market share requires 
a stronger regulatory framework to reduce the potential risk to the 
financial markets. 
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The first component of comprehensive GSE reform is the creation 
of a single, unified, and independent GSE regulator by combining 
OFHEO, the Federal Housing Finance Board, and HUD’s mission 
and product authority. 

Second, as the enterprises agree, the regulator needs bank regu- 
lator-like powers, including receivership and independent litigation 
and budget authorities. Most critically, OFHEO needs the flexi- 
bility to adjust capital requirements, both the statutory minimum 
and the risk-based requirement, which is not even working at the 
moment. 

Finally, the new regulator needs to be able to consider mission 
fulfillment and risk of the portfolios. 

I believe the House bill is a good start, but the effective date 
should be upon enactment. The GSEs are stretched and are being 
asked to do more. I note the Committee’s strong agreement that we 
need to restore confidence by creating a much stronger, unified reg- 
ulator to support the U.S. housing finance system. I look forward 
to working with you to achieve GSE reform soon. 

Thank you. 

Chairman Dodd. Thank you very much, Mr. Lockhart. 

Mr. Rosenfeld, thank you very much. 

STATEMENT OF RON ALD A. ROSENFELD, CHAIRMAN, 
FEDERAL HOUSING FINANCE BOARD 

Mr. Rosenfeld. Thank you, Chairman Dodd, Ranking Member 
Shelby, and distinguished Members of the Committee. Thank you 
for the opportunity to present a statement to you about the impor- 
tance of reform of Government-sponsored enterprises. The views 
that I will be expressing today are mine and do not necessarily rep- 
resent the views of my colleagues on the Federal Housing Finance 
Board. 

The Congress and the administration have discussed and de- 
bated reform of the GSEs for years. I believe it is now time to act. 
Together, the Federal home loan banks, Fannie Mae, and Freddie 
Mac play a vital role in helping to finance homeownership for mil- 
lions of Americans, and stabilizing and strengthening housing and 
financial markets and the economy at large. 

Given the size and significance of these institutions, which to- 
gether have more than $3 trillion in assets, it is imperative that 
they be supervised and regulated by a single Federal regulator and 
that the regulator have all the tools necessary to provide effective 
and thorough oversight. 

The Federal banking agencies have a full arsenal of supervisory 
and enforcement tools at their disposal which allows them to take 
early and resolute action, if necessary. Those tools include exam- 
ination, capital, and enforcement authority over the institutions 
they regulate. A new GSE regulator should, at a minimum, have 
the same tools possessed by the Federal banking agencies. 

In particular, a new GSE regulator should have the ability to 
fund itself through the assessment of the GSEs and be outside of 
the appropriations process. It should have the ability to place a 
GSE into receivership or conservatorship. It should have the au- 
thority to approve new and existing business activities. And it 
should have the power to set minimum capital levels. 
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The Finance Board already has the authority to assess Federal 
home loan banks to fund its operations. Among the Federal finan- 
cial institution supervisory agencies, only OFHEO relies on appro- 
priated funds. In addition, the Finance Board has the authority, 
and exercises it, to require an individual Federal home loan bank 
to have and maintain additional capital, to approve new business 
activities, and to regulate the composition of the Federal home loan 
bank’s assets portfolio. 

A single, unified GSE regulator would provide for a more effi- 
cient and effective regulatory body. It would be more efficient in its 
ability to share examination and supervisory information among 
examiners and other agency staff. The agency’s risk modeling 
would be enhanced by greater interaction and consultation among 
the quantitative risk professionals already in place at OFHEO and 
the Finance Board. Examination and risk management expertise 
and resources could be shared as appropriate, particularly in deal- 
ing with complex or significant supervisory matters at one of the 
enterprises or the home loan banks. 

Finally, all GSEs should have to meet the same high governance 
and disclosure standards. At present, all 12 Federal home loan 
banks are registered with the SEC and are subject to its oversight 
of their financial statements and disclosure. 

While I believe consultation and interaction are critical at- 
tributes of a single Federal regulator for the housing-related GSEs, 
the differences between the Federal home loan banks and the en- 
terprises must also be recognized and accommodated through any 
legislation that would reform GSEs’ supervision. The Federal home 
loan banks are member-owned cooperatives. Their corporate struc- 
ture and their business operations are far different from that of 
shareholder-owned Fannie Mae and Freddie Mac. These differences 
exhibit themselves in different capital structures, different board 
structures, and different orientations toward return to shareholders 
and the pricing of products to their customers. 

Also, the essence of the Federal home loan banks’ business is se- 
cured lending, where most of the collateral is mortgage loans. The 
Federal home loan banks do not securitize mortgages, and the di- 
rect mortgage holdings are only 7.2 percent of their assets. 

In conclusion, the recent stress in the housing markets has 
taught us that the GSEs are vital to supporting the Nation’s hous- 
ing needs. In particular, Federal home loan bank advances have 
provided critical liquidity to members whose alternative sources of 
funding have dried up. A single regulator would assure home- 
buyers and the market participants that the overseer of the hous- 
ing GSEs speaks with a single voice, acts with a consistent pur- 
pose, and is clear, consistent, and vigilant. While the housing GSEs 
can and do operate in a variety of different ways to fulfill their 
housing finance mission, they have a common heritage, they share 
many of the same customers, they raise funds from the same 
sources; and the recent environment has shown us that whether 
they securitize mortgages, whether they own mortgages, or wheth- 
er they take them as collateral, they have common concerns. 

Simply put, the reform of GSEs makes sense. It will help pro- 
mote a healthy and vibrant housing market. 

Thank you. 
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Chairman Dodd. Thank you very much, to all three of you here, 
and what I would like to do is try and keep our time to — with this 
many Members here, let’s say 6 minutes here for questions and an- 
swers in the first round, and then we can give a chance to everyone 
to stay involved and make as many Members be able to stay as 
possible. I know if we move a little quickly here, we can maintain 
that participation. 

I mentioned, Mr. Lockhart, at the outset of my remarks the 
statement that you make in your prepared statement for this 
morning, and just to read it here, it said, “The GSEs have become 
the dominant funding mechanism for the entire mortgage system 
in these troubling times. They are fulfilling their missions of pro- 
viding liquidity, stability, and affordability to the mortgage mar- 
kets.” You go on to say, “In doing so, they have been reducing risk 
in the market, but concentrating mortgage risk on themselves.” 
And you go on. But I appreciate that statement in that paragraph. 
It is an important one. 

Let me ask you, if I can, to take a look at the proposal — Senator 
Schumer raised this issue, but I raised it more directly here, and 
that, again, I am pleased to note in your testimony on page 11 that 
you have “encouraged the enterprises to increase subprime rescue 
mortgages,” to quote you. And in my view, and I think the view of 
some here, Fannie and Freddie could play a very constructive role 
in this regard as well, given the importance of it. 

Could the current capital surcharge to be devoted to this pur- 
pose, at least in part? For example, could Fannie and Freddie use 
their capital to buy subprime loans and restructure them to help 
keep homeowners in place? In his testimony, Dan Mudd notes that 
Fannie Mae is very close to fulfilling all the requirements of the 
2006 consent order which he signed with OFHEO. You have made 
reference as well that there are still some outstanding issues you 
just pointed out. And what is the appropriate response of the regu- 
lator at that point with regard to the capital surcharge and the 
portfolio limits? 

Mr. Lockhart. We have been looking at that 30 percent capital 
surcharge. We have been talking to the two companies about it. It 
was imposed because of their operational problems. They made 
good progress, but they still have a series of issues to go on the 
operational side and, obviously, they have significantly more credit 
risk than when it was imposed a long time ago. 

Chairman Dodd. Right. 

Mr. Lockhart. We are working with the two companies. We are 
developing lists of what has to be done to get that 30 percent re- 
moved. You are right. We have been encouraging them to do more 
in the subprime area, and they have done a lot of refinancings of 
people out of subprime into more prime-like, less risky mortgages. 
They have been making good progress on that and will continue to 
do that. 

They do have enough capital at the moment to do more, espe- 
cially in the securitization area. Securitization takes about 20 per- 
cent of the capital versus having to buy them and put them in their 
portfolios. They have been doing more. They are taking these res- 
cued mortgages and putting them into their mortgage-backed secu- 
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rities and are selling them. We are continuing to monitor that and 
working with them. 

Chairman Dodd. What about the amount that is in there? There 
is about $17 or $18 billion, I think. There is 8 or 9 — I forget the 
numbers exactly there that exist. What would be your rec- 
ommendation regarding that? 

Mr. Lockhart. Are you talking about the capital at this point? 

Chairman Dodd. Yes. 

Mr. Lockhart. My recommendation is that we need to be very 
careful as we take this off, given the added risks that these two 
companies have. We need to be very careful. 

I think the important thing is I would be much more comfortable 
taking this off if I had regulatory power to look at capital. At the 
moment I really do not. These were only imposed because of a con- 
sent agreement. What we need — and it is a key part of the legisla- 
tion, as many Members have mentioned — is to give the regulator 
power to look at minimum and risk-based capital. 

Chairman Dodd. Well, I appreciate you getting back on message 
here. That is important here. Let me try the question again. What 
do you think about the possibility of utilizing that capital? 

Mr. Lockhart. As I said, we are working with the two compa- 
nies’ management teams to start to free up that capital, and we 
will as we see progress on these operational issues. 

Chairman Dodd. OK. Mr. Nason, let me ask you, if I can, Sec- 
retary Steel was here last week, as you know, talking about the 
Hope Now Alliance, and I mentioned at that time that it was about 
a year we met in this very room with stakeholders to try and en- 
courage workouts with the people, owner-occupied homes that 
would fall into delinquency or, worse, into foreclosure. I think he 
heard considerable concern from Members up here regarding the 
responsiveness of the industry for the need for quick action. And 
we heard from some housing counselors working with borrowers, 
from servicers and other advocates, that the GSEs’ policies are 
making it more difficult to get loan modifications done prior or im- 
mediately after a delinquency. As you know, getting borrowers 
early is very important. It obviously makes some sense. 

I wonder if it is your view or the view of the Department here 
that the GSEs are being as helpful — or not helpful — as possible in 
the effort to get these loan modifications worked out. 

Mr. Nason. Thank you for that question. I think it is safe to say 
that the GSEs are trying to be helpful. Both the GSEs are mem- 
bers of the Hope Now Alliance, and they have been supportive of 
our efforts. So I think it would be a safe assumption to say that 
they have been a force for good in trying to work on the situation, 
although the comments that Senator Schumer made earlier about 
whether or not the GSEs could be helpful in helping lenders write 
down loans faster, that is something that is certainly worth explor- 
ing. 

One of the things that is holding up a significant amount of 
modifications and refinancing from occurring is whether or not 
lenders are willing to take the fair value on these loans, and 
whether or not the GSEs could provide some leadership in that 
area is something definitely worth exploring. 
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Chairman Dodd. Let me ask you, Mr. Rosenfeld, the American 
Banker reported on Tuesday that the Board of Directors of the Fed- 
eral Home Loan Bank of Dallas and Chicago voted to approve a 
merger of the two banks. As I understand it, there has never been 
a voluntary merger. You can correct me, historically, if I am wrong 
about this, but our information is that there has never been a vol- 
untary merger in the home loan bank system. And the last merger, 
which was not undertaken voluntarily, was done some 60 years 
ago. 

This proposed merger raises some very serious questions, and the 
statute under which you operate does not specifically address vol- 
untary mergers. But you may correct me on that. There may be 
someplace here you will tell me otherwise. 

I wonder what standards are going to be used to decide whether 
or not to approve the merger. And do you expect to follow an open 
process, allowing for comment by the other banks and their mem- 
bers, who are, after all, jointly and severally liable under the stat- 
utes here for the debt issued by the Dallas and Chicago banks? 

Mr. Rosenfeld. Senator Dodd, the Chicago bank and the Dallas 
bank have been engaged in merger conversation. Our responsibility 
will be to review the safety and soundness of whatever may be ulti- 
mately proposed. An application for merger has not come forth to 
us, so at this time we have not addressed that issue. 

The single most significant element in our deliberations will be 
the safety and soundness of the banks and, of course, the overall 
system. I think it is public knowledge that the Chicago bank is cur- 
rently operating under a consent cease and desist order which pre- 
vents it from stock redemptions and dividends and so on. So suffice 
it to say, that institution has a somewhat long history of having 
some distress in its operations. The Dallas bank has been very well 
run, number-one-rated bank, and we have very high regard for that 
institution. 

As I have said on other occasions, although there are 12 home 
loan banks, there is no particular reason there has to be 12 home 
loan banks. If two banks for their own reasons decide they want 
to combine and it meets our standards of safety and soundness, I 
think that is the ultimate test. 

In terms of the process, we have not determined the process that 
we will utilize because, quite frankly, that issue is not ripe at this 
time, although I will tell you that I think it is fundamentally a 
matter between the two banks involved. I think that without ques- 
tion, if it were to occur, a very important element would be the 
judgment that it enhances the safety and soundness of all the — of 
the two banks and, of course, the entire system. So that would 
be 

Chairman Dodd. Well, I appreciate that. As I point out, there is 
a joint — and I am going to move on because I have gone over my 
time already, but the joint and several liability issue raises some 
additional questions. I appreciate your point. And also, just to be — 
and I would ask you to do it in writing, the statutory background 
that would — I was just unclear since there have not been any his- 
torically. Is there something that we ought to be concerned about 
here in terms of the authority of the board to make that decision? 

Mr. Rosenfeld. There has never been a voluntary merger. 
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Chairman Dodd. Right. 

Mr. Rosenfeld. There was an event in 1946 where the bank 
moved, and two banks actually got together and then moved. That 
was involuntary. It resulted in some lawsuits, and ultimately the 
move was sustained. 

We believe, based upon the advice of our counsel, that we do 
have the authority to merger two banks if that were deemed appro- 
priate, if it were requested and deemed appropriate. 

Chairman Dodd. OK. Thank you. 

Senator Shelby. 

Senator Shelby. Some of the basic principles for GSE regulatory 
reform — and I will start with you, Mr. Lockhart. In your opinion, 
what are the most important components in any reform measure 
that we undertake here? 

Mr. Lockhart. There are several important components. A key 
one will be to combine the three GSE regulators into one entity to 
give it the power and the prominence and the breadth that it 
needs. Critical also will be the capital one I just discussed with the 
Chairman and the portfolio, to make sure that they are focused on 
mission and the risk of those portfolios. 

Senator Shelby. Talk just for a minute about the systemic risk 
that Chairman Greenspan, Chairman Bernanke, and others have 
spoken of, the systemic risk of the GSEs to the whole financial sys- 
tem, to the taxpayers, considering the thin capital that they have. 

Mr. Lockhart. I believe systemic risk is an issue of any safety 
and soundness regulator, and these two in particular. As you can 
see in that market share chart we had up earlier, they have be- 
come the system for secondary mortgages in this country. If either 
one of them had any serious troubles, it would really have a major 
impact on the mortgage markets in this country and potentially the 
financial markets. 

We have to be very careful as we add more risks to them that 
we also give the regulator much stronger powers. 

Senator Shelby. And product approval? 

Mr. Lockhart. Product approval is also an important issue, and 
the whole bank-like regulatory powers are needed too. 

Senator Shelby. Are very important. Do you agree with that, 
Secretary Nason? 

Mr. Nason. I do. I agree with Director Lockhart on that. 

Senator Shelby. Mr. Rosenfeld. 

Mr. Rosenfeld. Yes, sir. 

Senator Shelby. Secretary Nason, in negotiating a stimulus 
package, the administration — you are part of it — indicated its in- 
tent to target the package to those with the greatest financial need. 
The administration also previously indicated to a lot of us — Sec- 
retary Paulson very explicit about it — indicated that the GSE loan 
limit would not be increased absent comprehensive reform. Now we 
are looking at a package that includes the increase without reform. 

Given that the only people who could qualify for those high-end 
mortgages have incomes well over $100,000 a year, how does this 
square with the administration’s stated goal for fiscal stimulus? 
And why is it important that we help the jumbo portion of the 
home mortgage market when the current $417,000 limit is already 
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2.3 times the national median home price for the U.S. of $223,800? 
Was that a political decision? Sure it was. You cannot say, but 

Mr. Nason. As you know, Senator, this was a package negotiated 
by my boss, Secretary Paulson, and 

Senator Shelby. After he told us he was not going to do this in 
conference. He met with Republicans. I asked him the question, 
was he and the administration soft, going soft on GSE reform, and 
he said, “Absolutely not.” I asked him the further question, was he 
going to negotiate the limits, upper limits. He said, “Absolutely 
not.” Two hours later, he did it. I have not met him lately, but we 
will see each other again. [Laughter.] 

Mr. Nason. I am sure you will, Senator Shelby. I guess what I 
would say is two things. 

First, in no way does this being part of the stimulus package un- 
dercut the Secretary’s commitment to comprehensive GSE reform. 

And, two, I think the Secretary was quite 

Senator Shelby. It does not undercut it? Now, how do you 
square that? I want you to explain that. 

Mr. Nason. Well, I think the importance of us being here right 
now is suggesting how important it is for us to have GSE reform, 
and the Treasury Secretary is committed to that. 

And then, second, I would just like to say 

Senator Shelby. But how committed is he? 

Mr. Nason. Well, he said right after the — or at the discussions 
on the stimulus package that this is not something that he was 
strongly advocating. 

Senator Shelby. Well, I know Mr. Lockhart is committed to it, 
and I know Mr. Rosenfeld is. But I am not sure about Secretary 
Paulson. You know, he says one thing and does another. 

Mr. Nason. The Secretary is committed to comprehensive GSE 
reform, sir. 

Senator Shelby. I have not seen it yet. I hope you are right, but 
I doubt it. 

How will you, Mr. Lockhart, as the safety and soundness regu- 
lator, ensure that these additional risks are well managed by the 
GSEs? In other words, as we run the loan limit up, how are you 
going to manage that? Because there is a lot more risk there. If 
Fannie Mae and Freddie Mac, for example, had been more active 
over the past 2 years, had had the jumbo loans, in States like Cali- 
fornia and others, which have the largest price declines in recent 
months, what do you believe would have been the impact on the 
financial condition of Freddie Mac and Fannie Mae if their loans 
that they bought went down in the price — the houses? 

Mr. Lockhart. Certainly, many of the jumbo loans were done on 
a relatively risky basis. People were reaching to get into houses. 
There was a lot of floating rate, adjustable rate mortgages, interest 
only, and negative amortization done. Very few, actually, 30-year 
fixed were in the jumbo market. Probably only 50 percent. They 
were, yes, much riskier. They had credit risk. They had signifi- 
cantly more prepayment risk. And it could have had a serious im- 
pact. 

Overall, as you will hear from the two CEOs, the books that they 
took on in late 2005, 2006, and early 2007 were much riskier even 
in the conforming area. It could have had a serious impact. 
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We are going to work very closely with the two management 
teams as they look at this. There are significantly more risks that 
they are taking on, and they need new risk management systems, 
new pricing models, and internal controls. They have new product 
processes in place. We will watch them and work with them to do 
this. 

But this is complex. By using the FHA standards, there could be 
hundreds of different mortgage limits around the country, much 
more than there were in the original House bill. It is also going to 
cover a lot more people than the original House bill in that it could 
cover people 

Senator Shelby. More people, more risk? 

Mr. Lockhart. More people, more risk. It could go down to an 
area with a median house price of $335,000, so well below the con- 
forming, and bring it above the conforming. And as you said, it 
could also go up to $730,000. 

Senator Shelby. Mr. Rosenfeld, tell us again how important is 
it that we include in any reform of the GSEs the Federal home loan 
bank system? Why is it important to tie that into it? 

Mr. Rosenfeld. Senator, I believe it is important for a number 
of reasons beyond what I mentioned in terms of working together 
and having greater expertise. I think one of the reasons that it is 
very important is the history of the Federal Home Loan Bank 
Board. I believe that I was the ninth Chairman in 14 years. That 
suggests something of a lack of stability in that structure. 

Some years ago, the American Banker was frequently reporting 
on food fights at board meetings. We do not have that today. Actu- 
ally, today, Senator, we are having, I think, an excellent working 
relationship between the colleagues on the Board. I can tell you 
personally I like my colleagues and I respect them. I think we are 
working very hard addressing the problems we have to deal with 
today. But this is a relatively unique period in the history of the 
Federal Home Loan Bank Board, and I would suggest that there 
are some problems with its basic structure. You have basically 
five — you have five directors, four of whom sit probably within 50 
feet of each other, each having an assistant and an administrative 
assistant. And we regulate 12 banks. It gets a little bit awkward. 

I think another 

Senator Shelby. Are 12 banks too many? 

Mr. Rosenfeld. Pardon? 

Senator Shelby. The 12 banks, is that too many? 

Mr. Rosenfeld. No. 

Senator Shelby. Not necessarily? 

Mr. Rosenfeld. Oh, maybe we could do with less, but if they are 
cooperative — they are owned by the members. If they choose to 
have 12, there will be 12. We have no intentions of creating any 
mandatory rule that there be less than 12. If banks decide to get 
together, we would, you know, look at it at that time. 

Senator Shelby. Or if some of them get real shaky? 

Mr. Rosenfeld. Then they may find themselves closer together. 

Senator Shelby. And do you have the power to do that? 

Mr. Rosenfeld. We believe we do. And one other thing which 
has just come up, which I think is incredibly important. Given the 
serious chaos in the mortgage finance world, it became very appar- 
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ent to me that if any of the major players in the industry, the 
major banks, mortgage companies, were to have a serious, serious 
problem, Fannie and Freddie and the home loan banks would find 
ourselves having a very common concern in terms of what the hell 
do we do with the situation now. And it, I think, would be a much 
stronger source of protection for all of us if, in fact, we had one reg- 
ulator to deal with what is fundamentally the same business that 
we are both in, which is the mortgage business. 

Senator Shelby. But you do not need a regulator unless the reg- 
ulator has power, do you? 

Mr. Rosenfeld. Well, absolutely. And I think another factor that 
you got me to think about is the fact that if you are going to attract 
really top people to a world-class organization, they have to have 
an organization that is structurally world class. And I think that 
would be an extraordinarily significant step in getting the kind of 
folks or people to run this combined regulator. 

Senator Shelby. And a regulator that is above politics, if you can 
find such a person in Washington, D.C., right? 

Mr. Rosenfeld. I think that you can, Senator. 

Senator Shelby. As much as you can. 

Mr. Rosenfeld. I think you can find some very fine people, but 
you have to give them the opportunity to really do their job without 
the interference that may come from an appropriation process or 
such things. 

Senator Shelby. Thank you, Mr. Chairman. 

Chairman Dodd. Above politics? 

Senator Shelby. Yes. 

Chairman Dodd. Senator Carper. 

Senator Carper. Thanks, Mr. Chairman. Gentlemen, welcome. It 
is good to see all of you. Thank you for being here today and for 
your testimony. 

I think what I would like to do is just start off by going through 
the things I think you agree on, all right? And one of those is, as 
I have listened to your testimony, I believe I heard you essentially 
say that you agree that the House-passed bill is a real good start- 
ing point for us in the Senate. Is that pretty much how you feel? 

Mr. Lockhart. Yes, Senator. 

Senator Carper. Thank you. I believe that each of you have said 
that you feel that we do not need two regulators, we need one regu- 
lator, both for Fannie Mae and Freddie Mac and for the Federal 
home loan banks. Do you agree on that? 

Mr. Nason. I do. 

Mr. Lockhart. Yes. 

Senator Carper. OK. We have heard you say that you believe 
the regulator should be independent and independently and not 
have to depend on annual appropriations. Is that correct? 

Mr. Nason. Yes. 

Mr. Lockhart. That is correct. 

Senator Carper. All right. I believe we have heard you say that 
the regulator ought to be able to set minimum risk-based capital 
requirements, not have those statutorily but have that 

Mr. Nason. Yes. 

Mr. Lockhart. Yes. 
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Senator Carper. OK. And that the regulator should have en- 
hanced enforcement authority, I think you said that. 

Mr. Lockhart. Yes. 

Mr. Nason. Yes. 

Senator Carper. Talk to us about SEC registration. I think 
Fannie is on track. I believe all the 12 Federal home loan banks 
have been registered. But just give us your thoughts on that. It is 
not clear to me. 

Mr. Lockhart. You would like me to? 

Senator Carper. All three. 

Mr. Lockhart. OK. I could start out. 

Mr. Nason. Sure. 

Mr. Lockhart. We believe SEC registration is critical. All 12 
Federal Home Loan Banks are. Fannie is registered and they are 
hopefully going to become timely when they file at the end of this 
month, and hopefully they also will become Sarbanes-Oxley compli- 
ant at that point. 

Freddie Mac, on the other hand, has never been registered with 
the SEC. It is starting the process. And after it files its statements 
in February, it will start the process, and hopefully by the middle 
of this year it will be SEC registered and by the beginning of next 
year, Sarbanes-Oxley compliant. 

Senator Carper. All right. 

Mr. Nason. I would share that view. I would say that making 
them file like any other private company is an indication that they 
are not a different type of corporation, and more disclosure to in- 
vestors that are investing in their debt and stock is always a posi- 
tive thing from our perspective. So we would be supportive of that. 

Senator Carper. OK. I believe we have heard you say that, un- 
like the situation now where you have — the regulator has authority 
over financial operations and so forth, but HUD has responsibility 
and oversight over the program, that we should consolidate those 
two into a single entity. We are in agreement on that, are we not? 

Mr. Nason. Yes. 

Mr. Lockhart. That is very important to me. All the other regu- 
lators have that. By fragmenting the new product authority from 
safety and soundness and mission, you can lead to a lot of tensions 
that do not make a lot of sense. 

Senator Carper. OK. There is another — Senator Martinez — from 
time to time I ask him to put on his old HUD hat as HUD Sec- 
retary, and we talk about a path forward on GSE reform. And one 
of the things that he and I have talked about in the last week or 
so is this — this is really the issue that Senator Shelby has raised, 
and that is, whether we should include in the stimulus package — 
which I think we are going to be voting on later today. Should we 
include in the stimulus package a limit on — a portfolio loan limit 
up to about $730,000 for Fannie and Freddie? And in the legisla- 
tion that we are contemplating, it would provide for a 1-year exten- 
sion or a 1-year grant of that authority. That would take us to ei- 
ther the end of the year or the early part of next year. 

My fear — I believe in the old adage that work expands to fill the 
amount of time we allocate to do a particular job. And we have a 
way around here, if we get into early October and we have not 
done it, there is a pretty good chance we are not going to do it this 
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year. And we will kick it off into a new administration, into next 
year and a new Congress, and then hopefully not start all over but 
we could, and then just delay it further. 

Senator Martinez and I have talked about maybe we are going 
to include a provision in the stimulus package to allow this in- 
crease in the conforming loan limit, that we make it for 6 months 
rather than for 12. Would you have any thoughts along those lines? 

Mr. Lockhart. As you all know, I believe strongly that if you are 
going to increase the conforming loan limit, it is critical to give the 
regulator more powers. And that is why hopefully we can do this 
legislation very quickly. One incentive might be to shorten the time 
of the increase. It may take several months for the two entities to 
install the kind of systems and have the right kind of culture and 
risk management around these products. So it may take 2 or 3 
months to get there to begin with. The key thing is that we need 
to get GSE reform so that by the time they are in place and ready 
to start doing these jumbo loans, we actually have a stronger regu- 
lator. And that is what I humbly ask every Member of this Com- 
mittee to work on. 

Senator Carper. Any other thoughts on this? 

Mr. Nason. I would echo the Director’s comments about the need 
for GSE reform, but the Administration supports the current stim- 
ulus legislation. 

Senator Carper. Thank you. A question for Mr. Lockhart, if I 
could. We have talked about the affordable housing fund, some- 
thing that Senator Reed has championed, and certainly I strongly 
support. It has been a point of some contention in the past, as you 
know. 

If the affordable housing fund that is included in the House bill 
were enacted today, any idea what would be, just roughly, the an- 
nual contributions from Fannie or Freddie maybe this year or next 
year, maybe even the year after that? 

Mr. Lockhart. The annual contributions as done in the House 
bill are a percent of their whole book of business. I believe it is 1.4 
basis points. It is about half a billion and growing. 

Now, obviously, with the companies both losing money, there are 
some issues around that, but that is what the numbers are at the 
moment. 

Senator Carper. But given where the companies are financially 
now, what would you estimate the housing fund contributions 
would be for maybe this year and at least 

Mr. Lockhart. Because it is on the whole book of business, it 
would be that half a billion dollars. The only issue we would have 
to think about is how to put that in place given that they are al- 
ready losing a significant amount of money. 

Senator Carper. All right. Thanks very much. 

Thanks, Mr. Chairman. 

Chairman Dodd. Senator Hagel. 

Senator Hagel. Thank you, Mr. Chairman. 

Director Lockhart, I noticed in Mr. Mudd’s testimony, which we 
have received — and the Chairman noted part of this in his begin- 
ning questions to you — that in that testimony, and I will quote, Mr. 
Mudd says, “Only one hurdle remains for us to fully comply with 
the 81 recommendation measures called for in our 2006 consent 
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order with OFHEO. That hurdle is the filing of our fully audited 
2007 results with the SEC, which we will have done at the end of 
the month.” 

Is that accurate? 

Mr. Lockhart. Well, there are a handful of ones that we are still 
looking at, so we have not signed off on. In addition, about 45 of 
the 81 included plans, and so we have to look that they are imple- 
menting those plans. They have presented the plans, but we want 
to make sure that they are implementing them. Just putting out 
a plan, does not help unless you are implementing it. We are re- 
viewing that as well. 

There are issues that we need to continue to work on like oper- 
ational risk capital, and economic capital. There are a whole series 
of issues that need to continue to be worked on. 

Senator Hagel. So would it be a fair assessment that Mr. Mudd 
took some liberty with that statement? 

Mr. Lockhart. I believe it is technically correct, but I especially 
if you are talking, as the Chairman was, about removing the 30 
percent capital, there are significant other issues that still have to 
be addressed before we get to that. I am hopeful that they can get 
it done quickly, and we are working with them on that list of what 
needs to be done. 

Senator Hagel. And how many issues would you say out of the 
81 that they are still working on? 

Mr. Lockhart. I do not know. I cannot give you a number. But 
it is probably in the single digits. 

Senator Hagel. What specifically can you tell us regarding inter- 
nal control and risk management recommendations? 

Mr. Lockhart. Certainly they have some ongoing internal con- 
trol issues in both companies. They have done a lot. As I said, 
Fannie will be Sarbanes-Oxley compliant. But that requires a lot 
of manual activities and they need to get more systematic about 
them. Freddie is not Sarbanes-Oxley compliant and, again, they 
need to work a lot on their internal controls. 

On the risk management side, we all agree that they need to 
adopt a new economic capital framework, and that is part of the 
legislation. We are all working together on that, but that is going 
to take a while. I think that is critical going forward that we make 
sure that their capital grows when the risks grow. And that is 
going to take some significant work. 

Senator Hagel. For both Fannie and Freddie. 

Mr. Lockhart. For both Fannie and Freddie, yes, Senator. 

Senator Hagel. Thank you. You responded to some questions 
from Senator Carper regarding the SEC and registration with the 
SEC. And I want to quote from a letter I received recently from 
Chairman Cox and then ask a question. And I had inquired with 
the SEC Chairman on some of these matters, and he responded as 
part of that letter, “I firmly believe that because GSEs sell securi- 
ties to the public, have public investors, and do not have the full 
faith and credit of government backing of government securities, 
GSE disclosure should comply with the disclosure requirements of 
the Federal securities law.” And, of course, you agree with that, 
and I assume your colleagues at the table agree with that. 
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Here is the question: In your opinion, should Fannie and Freddie 
be required to register their debt and mortgage-backed securities 
as well as their common stock with the SEC? 

Mr. Lockhart. That is a good question. I agree wholeheartedly 
with the Chairman that they need to adopt full disclosure, and 
probably even more disclosure, given the significance of their size 
and their importance to the American economy. 

Registering their debt has some pluses and minuses. It will raise 
the cost of debt somewhat. If they have a full registration with the 
SEC for their common stock, that is probably enough in most cir- 
cumstances. 

Senator Hagel. So would you see value or not value in reg- 
istering — 

Mr. Lockhart. There would be some value, but not significant 
value added there. I would think there are other places to put their 
resources at this point. 

Senator Hagel. Well, let me ask it this way: In light of the ques- 
tion that has been presented and the environment of the market 
today, confidence, as we know, drives markets. 

Mr. Lockhart. Right. 

Senator Hagel. Would this enhance confidence, do you believe, 
or not? 

Mr. Lockhart. On the margin, it probably would enhance con- 
fidence somewhat, yes. 

Senator Hagel. Mr. Nason, would Treasury have a position on 
this? 

Mr. Nason. Yes, I would agree with that. More information 
about the companies disclosed to the public would be beneficial at 
the margin. I think a full equity registration statement would pro- 
vide a significant amount of information about how they operate, 
but at the margin, I think it would be helpful. 

Senator Hagel. Well, also, all of the other institutions, compa- 
nies in the marketplace are required, are they not, to make those 
disclosures with the SEC? 

Mr. Nason. Yes. 

Senator Hagel. Why then would we exempt the GSE? 

Mr. Nason. That was what I was trying to say earlier to Senator 
Carper’s question, which is exempting them from the registration 
requirements just conveys more special status on them, and that 
is something that we would not be supportive of. So additional reg- 
istration would be fine. I was just trying to say how much addi- 
tional information you would get from the debt registration re- 
quirements. 

Senator Hagel. Would you like to add anything to that, Director 
Lockhart? 

Mr. Lockhart. No. That is right. More disclosure is better. I 
think one of the issues is that they are very large debt issuers and 
a lot of their debt looks very similar. So the process of more of a 
shelf-type structure would make sense. 

Senator Hagel. Thank you. 

Mr. Chairman, thank you. 

Chairman Dodd. Thank you very much, Senator. 

Senator Reed. 

Senator Reed. Thank you, Mr. Chairman. 
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Mr. Lockhart, I was very much interested in your chart depicting 
how Fannie, Freddie, and the home loan banks have stepped into 
the breach, and I agree with your conclusion it shows the critical 
role they are playing. But isn’t this a rapidly contracting market? 
And might some of this 71 percent be a function not so much of 
super activity as the fact that everybody else has left and the mar- 
ket is getting much smaller? 

Mr. Lockhart. It is a combination. The market is not growing 
as much as it has in previous years, obviously, but their growth 
has been dramatic. In fact, probably more than in any previous 
year. So, yes, they are growing a lot. The market is not growing 
as much as it had historically done. So, it is a combination. But the 
point is that all that risk is coming on them where it used to be 
spread through many other mechanisms. 

Senator Reed. But I think one of our challenges, frankly, step- 
ping aside from simply the regulatory issues, is to expand that 
market once again at a dramatic rate. You know, one of the rea- 
sons why they are taking up all this risk is that — and we have 
been through this debate about capping their participation because 
the private sector really should be able to get in there and get the 
job done. A lot of these private actors turned out to be predatory 
lenders in the subprime market, standards that now we see are 
just — we are horrified about, securitizations based upon very weak 
analysis by credit agencies, et cetera. 

So, I mean, I think the point is that part of this debate we have 
heard time and time again has not just been about giving you the 
ability to set regulatory capital, which I think — and risk capital, 
which is absolutely important; it is also putting limits upon the 
growth of these entities in addition to that. 

So let me ask the question. Do you think if you had as a financial 
regulator, most other financial regulators, the ability to set appro- 
priate levels of capital, risk capital as well as basic capital, and you 
had access to the portfolios, to examine their portfolios, et cetera, 
that that would be sufficient without any type of arbitrary limits 
on the size of their portfolios? 

Mr. Lockhart. I believe that the portfolio should be focused on 
the mission and a major portion of it now is just buying their own 
securities. Seventeen percent of all the securities they issue they 
have in their own portfolios, and that is really not needed. 

I believe that the House bill does required regulation that makes 
sense and does lay out some criteria, not all of which we agree 
with, but pretty much. And I think that makes a lot of sense, focus 
them on their mission of stability, liquidity, and affordability. We 
need to do that with their portfolios. 

They have been growing very rapidly this year at 16 percent. 
One of the things we also need is to get the private sector back in, 
and that will take some confidence building. You may not know 
this, but about a quarter of their portfolios were those securities 
that Wall Street was issuing that you were talking about. 

Senator Reed. That raises another issue, which is, you know, 
they are a private enterprise in the marketplace. They are literally 
competing. And one could argue that maybe it was a race to the 
bottom, that some of their competitors were putting together 
securitization products which now look deeply suspicious in terms 
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of their due diligence, in terms of, even worse accusations are being 
floated around, and that as we told them, frankly, to get into this 
market and as they went to the market and started competing, 
they were sort of pulled down. 

I think there is an opportunity, particularly with Fannie and 
Freddie, either through your good offices or your colleagues, that 
if they can establish — raise the standard, you know, no prepayment 
penalties during reset periods, full documentation, et cetera, all 
those things — we can drive the market up. But my sense is — and 
maybe it was unintended consequences of the debate we have had 
over the last several years about reining in the GSEs, is we gave 
full rein to a bunch of actors right now that have — many have al- 
ready entered bankruptcy or left the scene, and the damage is 
being sort of calculated and trying to be rectified. 

Mr. Lockhart. There is no doubt that over the last 2 or 3 years 
underwriting standards fell dramatically, and Fannie and Freddie 
to a certain extent had to chase that because they had the afford- 
able housing goals, the mission to do it. The good news is because 
of some of the controls we had on them, they could not do too much 
in this area, and also because the managements realized that there 
were problems in the marketplace. 

Going forward, one of the things we did is the bank regulators 
put together a non-traditional mortgage guidance and a subprime 
guidance. We made Fannie and Freddie adopt that for everything 
they buy, not only for mortgage-backed securities in their port- 
folios, but also if they buy private-label mortgage-backed securities. 
They now have to make sure every mortgage in that package com- 
plies with that guidance, which hits many of the things you were 
talking about. We are trying to help them instill a much higher 
standard than the market 

Senator Reed. And I commend you for that, and I think the ac- 
tivities over the last several years that OFHEO has undertaken, 
mostly through consent, have been effective in, I think, providing 
a much higher standard that we need going forward. Now the chal- 
lenge is if we get these standards aligned, if we give you, I think, 
the authority certainly to regulate appropriate capital, both risk- 
based capital and other capital, and then the next challenge is to 
deploy this reform, these entities, into the marketplace to start 
once again expanding originations, expanding access to loans. Be- 
cause from the macroeconomic level, you know, if it keeps declin- 
ing, that is not good news for anyone. 

Mr. Lockhart. As I said, they are expanding. They have ex- 
panded 16 percent this year. 

Senator Reed. And you do not have any problems in terms of 
that as an issue of safety and soundness? 

Mr. Lockhart. No. We even encouraged them to do mortgage- 
backed securities. Obviously, we had restraints on their portfolios, 
but at this point, they could grow their portfolios by about $100 bil- 
lion for the next 6 months and not hit our constraints. We have not 
been constraining them through this year. 

Senator Reed. In fact, I would presume — may I presume that 
you would encourage them as a stimulus to the economy to keep 
expanding up to their capital limits? 

Mr. Lockhart. In a safe and sound manner. 
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Senator Reed. Absolutely. 

Mr. Lockhart. That is the critical issue here. 

Senator Reed. Absolutely. 

Mr. Lockhart. Unfortunately, I go back to — on message again, 
if I may, but we need GSE reform to really be able to make sure 
that they have that safety net. 

Senator Reed. I do not think anyone is arguing about that, but 
I think, you know, we should stop and give you credit and your col- 
leagues credit and because of, I think, obviously, self-interest, the 
entities, is that they took some prudent steps over the last few 
years to rein in some of the excesses that were quite obvious in the 
private sector. 

Mr. Lockhart. Yes. Thank you. 

Senator Reed. Thank you. 

Chairman Dodd. Let me just, before we turn to our next Senator, 
I just want to thank Senator Reed. That is a very important ex- 
change that just went on. 

Staff gave me a note here that Fannie and Freddie’s share has 
gone up by 30 percent from the second quarter of 2007 to the 
fourth quarter in mortgage originations, while the market has de- 
clined from $730 billion to $450 billion. But for Fannie and 
Freddie, we would be looking at a very, very different situation. 

Senator Reed. And the lights would be out. 

Chairman Dodd. Yes. And, candidly, look, I mean, I — Jack said 
it well in a sense, and I will raise it myself later. You know, it was 
not just that underwriting standards got lax. They were not in 
place, despite legislation adopted in a bipartisan fashion by this 
Congress 13, 14 years ago. The concentration of the GSEs is impor- 
tant, but the suggestion somehow that the problem we are facing 
today was a GSE problem I think is to miss the point dramatically. 
Now, I am for a strong regulator and all of that, but the suggestion 
we are in the mess we are in today because of that is to miss the 
whole point. What has happened here, you know, we are now 
awash in sovereign wealth coming into the country with these 
bankers going around shopping all over the world to bring capital 
in to bail them out. 

Mr. Lockhart. No, I did not mean to suggest that they — that 
they are the problem. In fact, they are part of the solution. 

Chairman Dodd. Absolutely. 

Mr. Lockhart. A big part of the solution. 

Chairman Dodd. Well, we have to make that clear. It is very im- 
portant to make that clear here, I think. 

Mr. Lockhart. I believe that and that is why I took this job, be- 
cause I thought that they had such an important role to play in 
this economy. At the same time, we have to make sure that they 
continue to play that role in a safe and sound manner. 

Chairman Dodd. I agree. Thank you, Jack, very much for that. 

Let me turn to Senator Crapo. 

Senator Crapo. Thank you very much, Mr. Chairman. 

I would like to pursue the question of whether we should roll the 
Federal home loan banks into the system a little bit further. Mr. 
Rosenfeld, we have testimony from other of the Finance Board 
members who argue that they do not believe that is the right deci- 
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sion. I guess it is fair to say that the Finance Board itself is mixed 
on this issue. Is that correct? 

Mr. Rosenfeld. Yes, sir. 

Senator Crapo. One of the questions I have is that as we have 
been looking at the need for a strong, independent regulator, the 
types of things we are looking at are the need for a regulator that 
is able to independently finance itself so that it is not dependent 
on congressional appropriations; the ability for the regulator to 
place a GSE into receivership or conservatorship; the ability to 
have authority to approve new and existing businesses and busi- 
ness products that may come forth, or activities; the ability to set 
minimum capital levels; and things like that. 

Does the Finance Board not already have all of those authorities? 

Mr. Rosenfeld. Yes. We have quite extensive authorities. I 
think there are some — unquestionably, there are some things that 
would improve our situation, but what you have just mentioned, we 
have those authorities. Yes, sir. 

Senator Crapo. Well, the concern that I have is that there are 
clearly differences between the Federal home loan bank enterprises 
and the Fannie and Freddie enterprises. And any legislation that 
we pass would have to accommodate those differences in some way. 

Mr. Rosenfeld. I agree completely. 

Senator Crapo. And as I see those differences, it appears we 
have different capital structures, different board structures, dif- 
ferent approaches to the stockholder return and to the pricing for 
customers and so forth. And we also have a major difference in the 
fact that, as you say in your own testimony, the Federal home loan 
bank’s business is secured lending, where most of the collateral is 
mortgage loans. The Federal home loan banks do not securitize 
mortgages, and direct mortgage holdings are only 7.2 percent of 
their total assets. 

With these kinds of differences, how would we write legislation 
so that we would create one regulator that would regulate enter- 
prises that have such significantly different structural approaches? 

Mr. Rosenfeld. Well, I think for reasons which I attempted to 
articulate a few moments ago, I think that one regulator is the pre- 
ferred way to do. Now, keep in mind that one regulator may have — 
for example, hypothetically you may have two or three people in 
charge of the organization as opposed to one. Director A may have 
primary responsibility over the home loan banks, Director B over 
Fannie and Freddie. 

The question of how you regulate both seems to me to be the sub- 
sidiary question to the more important one, that there be one regu- 
lator for the GSEs who speaks with a common voice and executes 
a common fundamental policy, because at the end of the day, it is 
the Federal Government who provides this implicit guarantee for 
both of them. And I commend my colleagues on the Board for 
bringing to your attention as well as others’ the differences be- 
tween the enterprises and the home loan banks. And they are 
clearly there, and they clearly have to be honored and respected. 
But that to me is not a basis for not having a better overall regu- 
latory structure that we have today. 

And, furthermore, again, as I said in response to a question by 
Senator Shelby, I think that a more significant structure for the 
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regulation would, in fact, over time provide unquestionably better 
leadership for both. 

Senator Crapo. Mr. Lockhart, do you want to comment on that 
at all? 

Mr. Lockhart. First of all, there are a lot of similarities. They 
are both dealing in the mortgage market. They are dealing with 
the same customers. They are borrowing money from the same peo- 
ple. They are dealing with the same risk. They both have examina- 
tion teams. All firms are following the same accounting principles. 
There is a tremendous amount of similarities and synergies by 
combining these two groups and getting to a bigger, more promi- 
nent position, as well as a more significant place at the regulator’s 
table. We are not involved in the bank regulators’ Examination 
Council. There are a whole series of things, because we are so 
small, that we are not part of. So that is important. 

As to the structure, the House bill has Deputy Directors for 
Fannie and Freddie and a Deputy Director for the 12 Federal 
Home Loan Banks. There are significant differences, as you said, 
and I think that combination structure will make it a very effective 
regulator going forward. 

Senator Crapo. Mr. Nason, I assume you agree with this, but 
you are welcome to pitch in if you would like. 

Mr. Nason. Sure. The Treasury has very strong feelings that this 
is an effective structure. There are more symmetries that would 
bring a lot of utility to having a single regulator. And, frankly — 
of course, with all due respect to my colleagues — a stature increase 
in the regulators would be very beneficial for such very large, com- 
plex organizations that are very, very important to a critical part 
of our capital markets, which is the mortgage market. 

Senator Crapo. Just a last point on this, and that is, with regard 
to the Finance Board’s activities in this current crisis that we have 
as well as the ongoing operations, nobody is suggesting that the Fi- 
nance Board has had a failing or a lapse in some way, or a lack 
of power to deal with the issues that have come forth to this point, 
are they? 

Mr. Rosenfeld. I think that we have exercised our authorities 
appropriately. I think that, as I said a moment ago, we do have the 
authorities for the most part that we need to conduct our affairs 
and keep the banks in a safe and sound situation. I do think that 
on behalf of my colleague, Mr. Lockhart, that OFHEO certainly 
needs strengthening in the areas which we have discussed at great 
length this morning. 

Senator Crapo. Thank you. 

Mr. Lockhart. To take an example of how they work together, 
some of the big banks are customers of both institutions. For in- 
stance, we see Citibank and Countrywide taking big advances over 
there. They are also some of the biggest customers of Freddie and 
Fannie. We may see, as we pass this conforming loan limit provi- 
sion, that some of the advances they have been making will now 
come from them and come back to Fannie and Freddie as they take 
the jumbo mortgages that they are financing with the Federal 
Home Loan Banks and sell them to Fannie and Freddie. 

There are a lot of synergies between these two, and one regulator 
looking over the structure makes a lot of sense. 
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Senator Crapo. Well, thank you. I see my time has expired, so 
I cannot pursue it any further. But I would like to work with you 
on this issue as we move forward to be sure we can get it right. 

Thank you, Mr. Chairman. 

Chairman Dodd. Yes, thank you very much, Senator. 

Senator Menendez. 

Senator Menendez. Thank you, Mr. Chairman. And thank you 
all for your testimony. 

Mr. Lockhart, let me ask you, do you believe that the GSEs not 
only have an important role to play in the subprime crisis, but is 
there anything — do you think there is more that they could do to 
help? And are there any restrictions currently in place that are 
holding them back from helping more homeowners? 

Mr. Lockhart. They have a very important role to play in the 
subprime area, and the whole housing market, as we have been 
discussing. What their role has been is really helping people that 
maybe should have never been in subprime or are in better quality 
subprime and get into better mortgages, less risky mortgages. They 
have been doing that in a big way from refinancing those mort- 
gages, and we are encouraging them to do that. 

They have also been very involved in the Hope Now process and 
are trying to encourage modifications of loans to keep people in 
their houses. 

As Senator Schumer mentioned, the whole idea of partial 
writedowns makes a lot of sense. We will be working with the two 
enterprises on that issue. 

They have an important role to play, and they are going to con- 
tinue to play it, but they also have to make sure that they do not 
take too high a risk. There are certainly a lot of subprime bor- 
rowers where the risk level is too high for them to buy those mort- 
gages. 

Senator Menendez. Is there any restriction that you as a regu- 
lator look at and say, well, these restrictions are stopping them 
from playing the vigorous role that we want them to play? 

Mr. Lockhart. They develop their own underwriting standards, 
and we review the underwriting standards. We have not asked 
them to tighten the underwriting standards, but we continue to re- 
view them to make sure that they are safe and sound. 

Senator Menendez. Let me ask you this: Considering the mis- 
sions of the GSEs to help low- and moderate-income families get 
affordable financing, do you think that — for example, this whole 
issue of new products as an essential part of reaching low-income 
and particularly minority communities, if we overregulate the proc- 
ess of getting new products to the market, aren’t we essentially 
slowing down that process? And, second, as you answer that ques- 
tion, are we creating a disadvantage if we tell the world — if I were 
in the universe of lending money and I tell the world this is a new 
product that I am going to offer that may have some unique per- 
spectives to it that would be attractive that I might want to offer 
it, and I tell the world 30 days before I put it out on the market- 
place, am I not ultimately undercutting my ability by forecasting 
to all those in the universe who might give this and had not 
thought about it themselves? 
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Mr. Lockhart. They really compete with each other more than 
anybody else, so it is really notifying Fannie, notifying Freddie and 
vice versa, because the banks themselves are the ones that are 
going to develop these products for them. They have to tell the 
banks what they are looking at for a new product. 

There are issues whether it should be proprietary and not nec- 
essarily should it be exposed to the public right away. Certainly 
ones that have a significant public impact, there should definitely 
be an exposure. Certainly ones that are sort of at the edge of their 
mission, there should be an exposure. Certainly if they are looking 
at trying to get into the primary mortgage market, that should 
very much be subject to comment because they are not allowed to. 

Senator Menendez. All right. One last question. You made a 
statement with reference to capital levels for the GSEs that the 
level is too low. In the 1992 reform legislation and the recently 
passed House bill, they reaffirmed the congressionally mandated 
minimum capital levels for the GSEs. Can you elaborate upon that 
in terms of 

Mr. Lockhart. What I was referring to is the minimum capital, 
which is 2.5 percent for assets and 45 basis points for their MBSs. 
In fact, in the House bill, what they did is they did what I think 
makes sense because it is what the bank regulators have. They 
gave the regulator the power to look at those, both the minimum 
capital and the risk-based capital, and adjust over time. And that 
is what really should be done. So what the House bill did was actu- 
ally do what I was asking for, which is provide some flexibility on 
capital. 

Fifteen years ago, when the law was passed, I do not think peo- 
ple were envisioning what has happened in the mortgage market 
today; that is, the credit risk we are seeing today. To me, that 
means that maybe those numbers were too low, and we may have 
to adjust them, especially in times like this. 

Senator Menendez. Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much, Senator. 

I apologize to Senator Martinez. I have my list here, and I went 
to Senator Crapo, and 

Senator Martinez. Quite all right. 

Chairman Dodd. Please forgive me. Senator Martinez. 

Senator Martinez. No problem. Thank you very much, Mr. 
Chairman. 

First of all, I want to, Secretary Nason, associate myself with the 
comments that Senator Shelby made. I think that I am suffering 
also under greatly diminished credibility from the Secretary of 
Treasury because to direct point-blank questions, the answers came 
back that, yes, he wanted to insist on a strong regulator, and, no, 
he was not in favor and would not be part of stimulus to have high- 
er loan limits, conforming loan limits, for the GSEs. Within a mat- 
ter of a few hours of that conversation, that is exactly what he did. 

What I would like to ask you is: How does doing that enhance 
the safety and soundness? And what concerns does that raise in 
your mind as to the safety and soundness of the GSEs when it is 
not coupled with a regulator that, going back to the days that Sec- 
retary Snow and I were working together for a stronger regulator, 
before Fannie and Freddie showed us that they did not know how 
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to bookkeep — that is before they had their crises. How is it that we 
are to feel more comfortable and more confident that the taxpayers 
of America are not at greater risk by increasing the conforming 
loan limits of Fannie and Freddie without a corresponding stronger 
regulator? 

Mr. Nason. The way that I would answer that, Senator, is I 
think our strong preference would be to couple it with strong GSE 
regulation, and I think that the discussion of the stimulus package 
suggests that there were exigent circumstances in the mortgage 
market. It was crafted to be temporary. And I think that that does 
strengthen the case. Allowing the GSEs to move into a new line of 
business on a temporary basis does increase the need for a GSE re- 
form package. And we are certainly hopeful and supportive that we 
will get one. 

Senator Martinez. Mr. Lockhart, let me ask you, as you look at 
the increase in the conforming loan limits — and, first of all, let me 
just say, Mr. Lockhart, I think you have done an exceedingly great 
job at OFHEO under extremely difficult circumstances. I would 
liken it to being in the circus main ring with a lion and a tiger and 
maybe something else thrown in there, with a hand tied behind 
your back and maybe with a weight around your left leg, and doing 
an admirable job. 

Mr. Lockhart. Thank you. 

Senator Martinez. So I commend you and I thank you. But what 
concerns come to your mind as we increase the loan limits, but not 
your ability to more carefully regulate these entities? 

Mr. Lockhart. We are adding more risk to companies that are 
already pretty well stretched, and to me that means that we need 
to make sure that we have a good capital regime, that we have the 
ability to make sure that what they are putting in their portfolio 
makes sense. 

Another thing that concerns me is it is going to lessen their abil- 
ity to meet their affordable housing goals. You know, a jumbo mort- 
gage takes 3 times as much capital as their normal mortgage. So 
that is a concern to us. 

But from a safety and soundness standpoint, the key thing is 
they are going to have to build models, they are going to have to 
put in rigorous discipline, because these are different risks that 
they have never dealt with before. 

And so I think it is critical that we have all the powers of a 
strong regulator, not only to make sure they do this properly, but 
to make sure everybody else believes that they can do it properly. 

Senator Martinez. By giving them additional loan limits, we are 
enhancing their risk in an area where they have no expertise. 

Mr. Lockhart. That is correct. 

Senator Martinez. So that would make it even riskier than their 
normal line of business, would it not? 

Mr. Lockhart. That is correct. It is also a very concentrated risk 
too, in that over 50 percent is in California. 

Senator Martinez. Now, I know the housing goals are set by 
HUD, which is one of the problems. We need to do it all under the 
same roof. But why are housing goals important to GSEs? 

Mr. Lockhart. I believe one of the key roles GSEs play is for af- 
fordable housing. They have a lot of benefits being GSE’s — no State 



41 


income tax and being able to borrow more and cheaper than other 
AAAs. As such, there need to be goals. The goals have to be set re- 
alistically, and they have to be stretch goals. We need to make sure 
that they focus on them going forward, and that is a key reason 
why I think we need to relook at the portfolios as well. 

Senator Martinez. So affordable housing and loan limits in ex- 
cess of $700,000 may not be equally compatible, even, frankly, in 
markets like Miami. 

Mr. Lockhart. The bill out of the House suggested that they 
were going to remove that from the calculation, but it still takes 
capital that could be put into affordable housing. 

Senator Martinez. So, in other words, they will have to skew 
their investments into areas of non-affordable and to the detriment 
of affordable, which may, in fact, make it impossible for them to 
meet the housing goals that have been set for them that are what 
their mission is about. 

Mr. Lockhart. Yes. I think that if you talk to the two CEOs, 
they would tell you they are going to have an extremely hard time 
this year meeting their housing goals. 

Senator Martinez. They used to tell me every year to tell me 
how difficult it was going to be to meet their housing goals when 
they were having their loan limits where they were, even lower 
than they are now. 

What is important about the new product requirements? I under- 
stand the Senator from New Jersey was asking questions about the 
delay and maybe tipping the hand. At the end of the day, both of 
these entities are Government chartered for the purpose of enhanc- 
ing affordable housing. And so at the end of the day, their competi- 
tiveness may not be the No. 1 overriding reason of why they exist. 
But why is the idea that new product ought to be reviewed by the 
regulator prior to the time when they just embark upon a new 
product? 

Mr. Lockhart. I agree wholeheartedly. It should be reviewed be- 
fore and it should be reviewed from the mission standpoint and the 
safety and soundness standpoint together, to make sure that the 
product is both. Today, we only can do it from safety and sound- 
ness and, frankly, we are trying to do more and more going forward 
in that area. But, again, this legislation would help us do that in 
a much more systematic way. 

Senator Martinez. Thank you, Mr. Chairman. My time has ex- 
pired, but I thank the chair. 

Chairman Dodd. Well, thank you very much. 

Let me — I do not consider my role here to be defending the Sec- 
retary of the Treasury, but I — we have a tendency to stovepipe 
these issues. And while certainly they are very legitimate issues 
and we all, I think, agree here about the importance of a strong 
regulator, we are in a major economic crisis. The face of that crisis 
is the housing crisis, and the face of the housing crisis is the fore- 
closure crisis. And certainly there are very legitimate issues to be 
raised, in my view, about raising these limits to include some of 
these jumbo loans. We have a liquidity issue, and we are trying to 
respond to that here. 

You could make a strong case that this stimulus package is not 
as strong as it ought to be, but it is going to be critically important, 
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and we need to address the housing problem as part of this larger 
economic crisis. 

And so I do not want to get in the middle of obviously what was 
said in rooms that I was not in, and I appreciate Senator Shelby’s 
concerns and my friend Senator Martinez’s concerns. But we have 
a major problem in this country, and we are acting as if things are 
relatively normal around here and we are just going to kind of deal 
with this thing in sort of technical perspective. 

We have got a major, major problem in our country, and it is 
global, in effect, and we have got to act. And this is one of the 
places you have got to do not only to stimulate spending, but you 
need to address the underlying issue, and that is housing and fore- 
closures. And by getting more liquidity in the market by raising 
these loan limits I think helps in that regard. 

The other issues are not illegitimate. I respect them. But given 
the balance between the two, I think it makes more sense at this 
juncture to try and do something about that to try and address this 
underlying problem that we have got to confront. That does not 
minimize the important points you are making, Mr. Lockhart, 
about this, but I think in fairness to the Secretary and others who 
are trying to do something about housing and dealing with the 
foreclosure problem, this is one of the ways in which you can get 
liquidity in the market. Don’t you agree with that? 

Mr. Lockhart. Yes, I do, and it will help the market, and we 
need to make sure that Fannie and Freddie are strong enough to 
do it. 

Chairman Dodd. Well, we cannot separate these issues out like 
we are just sort of talking about a purely academic exercise. 

Mr. Lockhart. Hopefully, we can do them together. Hopefully, 
this bill can move quickly. 

Chairman Dodd. Well, that is why we are here today, and that 
is what I have told the Secretary. He raised the questions. I should 
let my colleagues know when I met with him. He asked the ques- 
tion whether or not we are going to move. I said we are having the 
hearing today, we are going to move on this, and we are going to 
get this done. But that does not mean you should hold up and not 
address the underlying problem that is having a major impact on 
our country, and a global impact. And the suggestion somehow we 
ought to wait on doing that I don’t think is responsible. 

Mr. Lockhart. Yes, Mr. Chairman. What I was trying to say is 
that at this point we do need to strengthen them at the same time 
on different tracks. I sincerely believe that President Bush and Sec- 
retary Paulson strongly believe that we need GSE reform, and they 
want to do it as quickly as possible. And I certainly agree with 
that. 

Senator Martinez. Mr. Chairman, may I 

Chairman Dodd. Senator Schumer. 

Senator Martinez. Mr. Chairman, just a quick comment. 

Chairman Dodd. Yes. 

Senator Martinez. I share your concern for the urgency of doing 
something about housing, and I understand and I agree with you 
that this package of stimulus may not do enough in the area of 
housing. However, I think to increase the risk of the GSEs may not 



43 


be a smart way in the long term to increase liquidity and con- 
fidence in the market. 

So my point would be that there are a number of other strategies 
that could be employed, perhaps safer, that would, in fact, get at 
the housing market, like the incredible inventory that exists. 

So I share the concern on housing. I am not ignoring the prob- 
lem. 

Chairman Dodd. No, no. Thanks. 

Senator Schumer. 

Senator Schumer. Thank you, Mr. Chairman. 

First, I fully agree with Chairman Dodd here. We have a crisis. 
We have debated GSE reform for a year. We have sort of been 
deadlocked. And to say, to use this huge housing crisis as hostage 
to move GSE reform, which is important but one is a mountain, 
and one is not a molehill, one is an average size hill, and it is back- 
ward priorities. 

I think Secretary Paulson did the responsible thing, and I would 
say to my colleague from Florida, there are a lot of places where 
the conforming loan limit is just average, for average middle — Long 
Island, the average house costs $440,000, and that means the ma- 
jority of homes are not right now available to the protections of 
Fannie and Freddie. And I do not think raising the conforming loan 
limit dilutes the safety. It is sort of a political shell game to say 
do not do the one before you do the other. 

Again, I do not know the promises that Secretary Paulson made, 
but on the policy, he is doing exactly the right thing. I worked hard 
to see the conforming loan limits be put in, and they should be. We 
should do GSE reform, of course. But when you have a crisis — and, 
you know, it is sort of what I said about Fannie. When the house 
is burning, you do not say, well, I am not going to hose down the 
house until I sort of clean up the front yard. And that is what the 
problem is, in my judgment. 

I would like to go to you, Mr. Lockhart. The issue of the 30-per- 
cent capital surcharge, don’t you agree that allowing some flexi- 
bility in their capital will give the GSEs more ability to help strug- 
gling homeowners? I mean, that is sort of irrefutable. 

Mr. Lockhart. Giving them more flexibility in their capital will 
certainly help them do more mortgages. What we have to worry 
about, is not only the short term but the long term. We have to 
make sure that they are going to be there not just today and to- 
morrow but a year from now. It may take that long for us to get 
through this. 

There have to be judgments and as I said to the Chairman, we 
will be looking at potentially releasing some of that 30 percent 
going forward as they continue to meet the goals and 

Senator Schumer. And do you have — because they have been 
meeting the goals. They have been good on this. And as I under- 
stood it, we were planning to do some release. 

Let me ask you this, though: Do you have 

Mr. Lockhart. There are two different things. On the portfolio 
limits, it is pretty clear from the agreements that we had imposing 
them, they will be released, assuming they get their financials out. 

Senator Schumer. Right. 
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Mr. Lockhart. But the capital was about their overall oper- 
ational problems. 

Senator Schumer. No, I understand. But let me ask you this: Let 
us assume we feel we can deal with the 30-percent capital sur- 
charge and allow some flexibility. Do you have any comment on re- 
quiring — I mean, as I said in my opening statement, I would want 
some flexibility on the 30-percent capital surcharge, but only if 
Fannie and Freddie take that new room and use it to help aid the 
crisis. And at this point, given their reluctance to do that — they are 
always saying I will only do it this way but not that way or this 
way, I have lost some faith in Fannie and Freddie. 

Do you have any problems sort of importuning them or even re- 
quiring them, if they got their capital flexibility that they very 
much want, to put some of that money into the kinds of things we 
need where there is a shortage of money and there is a capital cri- 
sis? 

Mr. Lockhart. As you know, we did loosen the 

Senator Schumer. Yes. 

Mr. Lockhart. We had discussions with you about that. 

Senator Schumer. We did. You and I did, yes. 

Mr. Lockhart. We did loosen the portfolio limits in September. 
As part of that, we did ask them to fulfill their commitment for the 
$20 billion each on subprime. And they have. 

Senator Schumer. Yes. Well, I am talking now about the capital 
requirement and giving that in exchange for more. 

Mr. Lockhart. Again, I think it has to be done in a safe and 
sound manner. 

Senator Schumer. I agree. 

Mr. Lockhart. And that is the critical thing. But, yes, they can 
do more on affordable housing, and I think that is critical. And 
they can do more in subprime, not only in the refinancing area but 
in 

Senator Schumer. So you do not have an initial adverse reaction 
to some kind of either importunation — if that is a word — or require- 
ment that they take this new-found flexibility and use it for help- 
ing relieve the crisis in one way or another? 

Mr. Lockhart. I am not sure that we have the powers to require 
it. 

Senator Schumer. Well, what about us? 

Mr. Lockhart. They are government-sponsored enterprises. 

Senator Schumer. Yes, and importunation works. 

Mr. Lockhart. It does. 

Senator Schumer. OK. I want to go to just — you know, Mr. 
Nason mentioned the idea of GSEs playing a role in pushing lend- 
ers to accept fair market value for loans. Could you just elaborate 
a little bit on that? 

Mr. Nason. Sure, Senator. What I was saying is one of the big- 
gest road blocks to refinancings and modifications are you have a 
significant class of borrowers that their LTVs are too high, they are 
underwater. So the problem with getting those folks into a mort- 
gage product that is sustainable would require a lender to take a 
writedown. And lenders have not been that willing to take a 
writedown. 
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Senator Schumer. Right. My time is running out, but you think 
basically this would work and be a very positive thing? 

Mr. Nason. I think that getting lenders to take a writedown 
would be a very positive thing. 

Senator Schumer. One final question, quickly, of Mr. Rosenfeld. 
Why hasn’t the Federal Housing Finance Board joined its regulator 
colleagues in adopting the subprime mortgage lending guidance 
and holding collateral to the same standards that Fannie and 
Freddie have? As you know, I have had serious problems with what 
the Atlanta bank did, and I think I have been vindicated by the 
fact that they actually reduced the value of the collateral that they 
were holding, required more collateral for a smaller amount of 
lending. I do not understand why Atlanta was involved with Coun- 
trywide. I do not understand what the regulations were. I do not 
understand how careful they were. And if you would put these reg- 
ulations into effect, we could make sure that things were much bet- 
ter done. So why won’t you implement them? 

Mr. Rosenfeld. We did. Senator Schumer, we have told all of 
the banks not to make — to accept loans or accept loans as collat- 
eral, or buy MBS that has loans, mortgage loans in it that does not 
conform to the FFIEC. We did not do it perhaps as quickly as we 
might have, but we have now done it. And I will tell you that most 
all the concerns you articulated about the conduct of the Atlanta 
bank and referring to Countrywide, I can tell you that we are con- 
fident that 

Senator Schumer. But you have not publicly adopted the regula- 
tions, have you? 

Mr. Rosenfeld. We have told the banks. 

Senator Schumer. But why don’t you publicly adopt the regula- 
tions? This is not a game of whispering. 

Mr. Rosenfeld. I am not 

Senator Schumer. Would you consider doing that? 

Mr. Rosenfeld. Yes, we would consider doing that. 

Senator Schumer. Thank you. 

Thank you, Mr. Chairman. I know I went over my time. 

Chairman Dodd. No, not at all. Thank you, Senator Schumer, 
very much. Very good questions. 

Senator Bennett. 

Senator Bennett. Thank you very much. 

Sitting here through all of this, I do not have much new to add, 
but I think I have a slightly different perspective that I would like 
to pursue. 

If I am a shareholder in either Fannie or Freddie, I have 
watched my share value drop from a price in the 50s down to a 
price in the 20s. I get my financial reports, whether they are com- 
pletely compliant with SEC requirements or not, that tell me that 
Fannie lost $1.4 billion in the third quarter, and Freddie, $2 billion 
in the third quarter; both expect to lose money in the fourth quar- 
ter. 

All of this talk about the contribution that the GSEs have made 
to stabilizing the market is terrific, and I agree with it. But are 
they going to survive? Two billion dollars in a quarter is not a triv- 
ial amount of loss, even for a company the size of Freddie Mac. And 
are we doing things in urging them to solve this problem and get 
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into this area and take on this additional burden that might, in 
fact, cause these companies to go under? 

Mr. Lockhart. Certainly, we are very concerned about their 
safety and soundness. One of the good things that both of them did 
is raise significant capital in the fourth quarter and, unfortunately 
for their shareholders, cut their dividends. But it was a safe and 
sound thing to do. 

Senator Bennett. Yes. 

Mr. Lockhart. From the standpoint of the stock, for better or 
worse, a lot of other financial firms are having 

Senator Bennett. I am not worried about the stock. I use that 
just to illustrate. 

Mr. Lockhart. Right. 

Senator Bennett. These are publicly held companies whose man- 
agement, in addition to the mission and all of the other things we 
talk about, have a fiduciary responsibility to their shareholders. 
And as we push them — we, speaking generically of public offi- 
cials — to perform all of these missions that are good for dealing 
with the problem, we are — are we — I am asking the question. Are 
we creating a tension there that would cause the CEO to wonder 
why he took the job? Because he has got his fiduciary responsibility 
to his shareholders, and if he does not meet that, he is not in a 
position to meet his social responsibility to the Government. And 
is there a tension between those two that we need to be aware of 
as we address this whole question? 

Mr. Lockhart. Certainly, there is some tension between being a 
public-owned company and a GSE. There are some benefits and 
there are some tensions. 

From our standpoint, the pushing should only be done in a safe 
and sound manner. The whole idea of stretching them too far one 
direction or the other does not make any sense. 

These companies have to earn an adequate return, or they are 
not going to survive long term. Certainly, as their regulator, one 
of the things we look at is their capability to have a decent return 
and decent earnings. And certainly that is a concern that we share 
with you, and we want to make sure — and hopefully this legislation 
will help — that if they are pushed to do more in one area, that they 
have the capital and powers to do it. 

Senator Bennett. Let us go to the underlining problem. It is the 
overhang, inventory overhang of housing in this country. We saw 
human behavior repeat what it has done for centuries. This is 
Tulip Time. When we had the tulip mania in Holland, it destroyed 
their economy for over 100 years when it finally shook out as peo- 
ple were spending an enormous amount for tulip bulbs, and then 
suddenly discovered that the greater fool that was going to buy the 
tulip for a higher price than they paid for it no longer existed, and 
the whole economy of Holland collapsed over tulip mania. 

But the same human impulses that produced Tulip Time have 
produced one bubble after another. We had the bubble of over- 
building shopping centers that led to the savings and loan collapse. 
We had the bubble of the high-tech dot-com that produced the col- 
lapse in the early 1990s. And now we have had the housing bubble, 
and we can decry it all we want, but human beings are going to 
continue to do that, and there will be additional bubbles that will 
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continue to come. They only work themselves out when the excess 
inventory is taken care of. 

Are the kinds of things we are urging the GSEs to do now con- 
tributing to working down the overhang of inventory that is in the 
housing market? 

Mr. Lockhart. Certainly, there is an overhang and there is no 
doubt about it and, as you know, part of it is being corrected by 
less building and other things that are painful for the economy, 
and that will continue. 

I think part of the role that the GSEs can play is to make sure 
that there is a mortgage market out there so the market does not 
overcorrect. I think what we need to do is obviously have this cor- 
rection, but have it in a very orderly fashion and come out of it in 
an orderly fashion. And I think the role of Fannie and Freddie 
should be to add the stability as we go through this process. And, 
again, that is critically important that they stay that way and they 
stay safe and strong to help there. 

They can help, as was discussed earlier, on loan modifica- 
tions — 

Senator Bennett. Specifically, because my time is gone, would 
the increase in the limits that is in the House bill, that is in the 
stimulus package we are debating, contribute to that smoothing 
that you are describing? 

Mr. Lockhart. Potentially so in some markets. Some of the high- 
er-cost markets, it gets very hard, but it might actually slow down 
some of the correction too. There is a tradeoff always. Some people 
say that — and I am not sure I believe this — if you go to these mar- 
kets, you might prop up the housing prices and make it harder for 
it to be affordable. And part of what is happening here is we are 
correcting the affordability issue. We are getting house prices back 
to where people can afford to live in them, and certainly my chil- 
dren, who will be buying houses in the next 5 years, will probably 
benefit from some of this. But overall, I think the critical role that 
they play is to provide the stability and help smooth out going for- 
ward. 

Senator Bennett. Thank you. 

Chairman Dodd. Let me just, if I can, I wanted to — Senator Ben- 
nett always adds valuable input to any conversation we have in 
these matters, but just the numbers he is talking about. I suspect 
the witnesses know these, but just for the record, the current hous- 
ing market is, of course, the worst since the Great Depression ac- 
cording to many. But the inventory of existing homes for sale 
stands at nearly 4 million units, almost double the number in Jan- 
uary of 2005. This is equal to about 10 months of supply. The num- 
ber of vacant homes for sale equals 2.6 percent, or 2.1 million 
homes of the stock of owner-occupied homes compared to the long- 
standing historical rate of 1.6 percent. In 2007, as a whole, single- 
family home sales fell 13 percent; new-home sales fell 40.7 percent, 
year over year in December. The weakest performance since 1981, 
just to add. That is our problem, a huge issue. 

And I do not know whether we are doing this or not. I should 
check on this. I think part of the stimulus package has some tax 
incentives that might actually exacerbate this problem, which is 
not an easy thing to talk about, because obviously we are talking 
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about a lot of jobs involved in this area. But it is one issue of sup- 
ply and demand. Normally market forces would correct this, and if 
you are not going to have — if you are going to be exacerbating the 
supply and demand issue and then relying on a market response 
to this thing, I think a lot of 

Senator Bennett. Stimulating and building additional housing is 
not necessarily a good idea. 

Chairman Dodd. No, and it is difficult, obviously, for people out 
there whose jobs and families depend on this stuff. It is a com- 
plicated issue. But we are not getting — the idea that the market is 
going to correct this problem with this continuing to exacerbate 
here — anyway, I do not mean to 

Senator Bennett. No. Thank you. 

Chairman Dodd. Senator Shelby. 

Senator Shelby. I think it is going to correct the problem with 
pain and some suffering, as it always does. That is the market. But 
allow these house prices, as they fall, is going to create a market, 
too. Not maybe what a lot of people want. Is that right, Mr. 
Rosenfeld? 

Mr. Rosenfeld. Senator Shelby, this is my third major credit 
crisis of my career, and I must tell you that the solutions to them 
are always the same. It is time and liquidity. And one of the big- 
gest things we have to fear is falling house prices. It is certainly 
important. I think what we need to do is stabilize housing prices 
through the efforts of people like Chairman Bernanke and provide 
things specifically, and we will get out of this. 

Senator Shelby. I want to get into bond insurance. Mr. 
Lockhart, the bond industry has been under significant financial 
pressure, as we know. While the GSEs’ charter indicate that the 
GSEs should purchase 80 percent loan-to-value mortgages, they 
can purchase higher LTV mortgages, loan-to-value mortgages, that 
carry private mortgage insurance. Is that correct? 

Mr. Lockhart. That is correct. 

Senator Shelby. Should the private insurers face further difficul- 
ties or downgrades, which we are all concerned about, are the 
GSEs adequately reserved for any possible losses here? And going 
forward, will the difficulties in the private insurance, that is the 
bond, affect the GSEs in terms of their ability to purchase higher 
loan-to-value mortgages? 

Mr. Lockhart. That is a very good question. Both Fannie Mae 
and Freddie Mac are spending a lot of time, and certainly we are, 
at looking at the financial condition of the bond insurers and the 
mortgage insurers. 

Senator Shelby. Explain just to the audience — I am sure a lot 
of them are very sophisticated — what loan-to-value, LTV mortgages 
mean. What does that mean? 

Mr. Lockhart. It means that the value of the house is $100,000 
that they only can lend $80,000 against it. And what happened the 
last 2 or 3 years is almost everybody was borrowing much more 
than $80,000, in some cases all the way up to 100. So, they had 
to rely on credit enhancement under their charters, and that credit 
enhancement came from the mortgage insurers or 

Senator Shelby. Private insurers. 

Mr. Lockhart. Private insurers. 
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Senator Shelby. That a lot of us are concerned about their cap- 
ital at this time. 

Mr. Lockhart. We are concerned about their capital. They, too, 
have taken on a lot of risk. In fact, to do a lot of the jumbos, they 
will probably need those mortgage insurers because many people 
will not be able to afford that 80 percent loan-to-value. 

Senator Shelby. Director Lockhart, of the $1.4 trillion portfolios 
retained by Fannie and Freddie, almost a fourth is in the form of 
private-label mortgage-backed securities. Is that correct? 

Mr. Lockhart. That is correct. More in Freddie than Fannie, but 
on average, a quarter. 

Senator Shelby. What do you believe is the GSEs’ primary rea- 
son for holding such a significant amount of private-label mort- 
gage-backed securities on their balance sheet? 

Mr. Lockhart. Most of them are subprime. About two-thirds are 
subprime and about a third are Alt-A. Most of them, or a lot of 
them had affordability characteristics, and they got credit toward 
the HUD goals for doing that. 

Senator Shelby. Isn’t that a big risk there? What is the value 
of that portfolio? You know, it is not what is stated, obviously. 

Mr. Lockhart. When they got into that business, one of the 
things that they agreed to with us is they would only do AAAs. 
Now, some of them are no longer AAAs, but the vast majority still 
are AAAs. Yes, there is risk. Yes, the value is significantly less 
than 100 at this point, and it is something we are monitoring. 

Senator Shelby. Do private-label, non-agency mortgage-backed 
securities represent a unique risk to the GSEs that is different 
from the risk of holding their own mortgage-backed securities in 
portfolio? Is there a difference here? If so, explain the difference. 
I think there is some. 

Mr. Lockhart. Underlying their own and other people’s mort- 
gage-backed securities are mortgages. They did not do a lot in the 
subprime directly, so these mortgages under the private label are 
more risky than the ones they normally buy. On the other hand, 
there was this credit enhancement and other ways — at the AAA 
level they are somewhat cushioned so that the lower levels will 
take the hits first. But, yes, there is significant risk. 

Senator Shelby. You may be familiar with this, but a recent 
analysis by Credit Suisse raised some troubling numbers with re- 
spect to the GSEs’ portfolios. Fannie Mae and Freddie Mac, accord- 
ing to Credit Suisse, held over $230 billion in securities backed by 
Alternate-A and subprime mortgages at the end of the third quar- 
ter of 2007. 

Based on market prices for subprimes and Alternate-As, Credit 
Suisse estimated that Freddie Mac could face an $8 billion to $11 
billion writedown and Fannie Mae an impairment of a writedown 
of $2.25 billion to $5 billion. 

As the safety and soundness regulator — you, Mr. Lockhart — do 
these numbers square with your understanding of the risk posed 
to the GSEs from these holdings? 

Mr. Lockhart. A lot is based on how you price these securities. 
Unfortunately, at the moment they are not trading, so it is very 
hard to price them. There is a very wide bid-ask, if you will, and 
that concerns us significantly. 
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Certainly on a fair value basis 

Senator Shelby. Well, sooner or later, they will be priced, won’t 
they? 

Mr. Lockhart. We are hoping that the market does come back 
and people will start trading these securities. But, yes, it is an 
issue we are looking at. I think the Credit Suisse numbers are too 
high, but we are certainly looking at it. Certainly, they will price 
them as they look at their fair value. Whether they will have to 
take an impairment charge or not on these securities is something 
that they are looking at right now. 

Senator Shelby. Chairman Rosenfeld, as I understand it, bank 
advances can be offered using jumbo mortgages as collateral. What 
role have the Federal home loan banks played in providing liquid- 
ity to the jumbo market? 

Mr. Rosenfeld. They do not buy them to be held in their port- 
folios. They only take them as collateral. 

I am sorry. They do not buy jumbo mortgages to be held in their 
portfolios 

Senator Shelby. But they will take them as collateral, though. 

Mr. Rosenfeld. They take them as collateral. Yes, sir. 

Senator Shelby. Is that a significant difference? They take them 
as collateral but they do not buy them. 

Mr. Rosenfeld. Well, but in the sense that they take them as 
collateral, they do provide liquidity for jumbo mortgages. 

Senator Shelby. OK. 

Thank you, Mr. Chairman. 

Chairman Dodd. First of all, I want to thank all of our witnesses 
here. You have been very generous with your time here this morn- 
ing. I am not going to engage in a second round right now, but I 
am going to leave the record open. We have got, obviously, Mr. 
Syron and Mr. Mudd to testify. And we will ask members to submit 
questions to you that they would have otherwise raised in a second 
round. Let me mention just a couple of things. 

Mr. Dinallo, who is the Insurance Commissioner of New York, is 
going to be here tomorrow. Staff will be meeting with him to talk 
about what steps are being taken in New York dealing with the 
bond insurance issue. 

Senator Shelby and I will be preparing a letter to go to the 
Treasury as well as to others that would have some direct relation- 
ship to this issue to ask what steps are being taken, what thoughts 
they want to share with us, whether or not there are any steps we 
ought to be taking here to deal with this issue that Senator Shelby 
has raised, I have raised, as well as others. This is a serious issue, 
as we all know, and it has got to be handled carefully. And obvi- 
ously language we use needs to be judicious in this because that 
can have its own effects on the issue. So we are going to do that 
carefully. 

And with that, I thank — we are going to move on this. I told Sec- 
retary Paulson and others, certainly Senator Shelby, that we are 
going to try and get this GSE bill done. There are some differences 
here, but I do not think that they are that wide. I think we care 
about some of the very basic things that are secure on. Senator 
Shelby and I have a long record of working well with each other, 
and I anticipate that is going to continue with this bill as well. So 
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we will be looking forward to your input in the coming days here, 
but we intend to get this done. It is one piece of this, but I want 
to just go back to what Senator Schumer said as well. I think we 
need to keep it in proportion here and not have the tail wagging 
the dog here. We have got another issue in front of us here that 
demands some action immediately here if we are going to stem this 
tide of the present economic crisis. And this is important, and it is 
going to be an important piece in the long term as well as the short 
term of moving forward. And we intend to do that. Mr. Chairman, 
I will get the job done. 

I thank all three of you for being here. 

Mr. Lockhart. Thank you, Mr. Chairman. 

Chairman Dodd. Let me invite Richard Syron and Dan Mudd to 
join us. I think the audience here is well known to both these indi- 
viduals. Richard Syron is Chairman and CEO of Freddie Mac. He 
joined Freddie Mac in December of 2003 after a long and varied ca- 
reer in the financial services sector, including as Chairman and 
CEO of the American Stock Exchange, President of the Federal Re- 
serve Bank of Boston, and the Federal Home Loan Bank of Boston. 

I want to note that Freddie Mac helped lead the market with its 
decision last year to stop buying the 228 subprime ARM loans that 
have led to so much trouble, both for homeowners and the mort- 
gage markets as a whole. That is the kind of leadership we expect 
the GSEs to continue to show as we continue to work our way 
through the current crisis. 

Dan Mudd is President and CEO of Fannie Mae. He has worked 
at Fannie Mae since 2000, where he also served as Chief Operating 
Officer. Mr. Mudd was an officer in the U.S. Marines, with deco- 
rated combat service in Beirut, Lebanon, and we thank both of you 
for being with us. Good to see you this morning. 

I am going to have you start in the order that I have introduced 
you. I am going to step out of the room for a second, but I will be 
right back. I have read the testimony so I know what you are going 
to say. So why don’t you begin, Dick? 

STATEMENT OF RICHARD F. SYRON, CHAIRMAN AND CEO, 

FEDERAL HOME LOAN MORTGAGE CORPORATION (FREDDIE 

MAC) 

Mr. Syron. Thank you, sir. 

Chairman Dodd, Ranking Member Shelby, and members of the 
Committee, I greatly appreciate the opportunity to appear before 
you today. 

The last time I testified before this Committee was in 2005. It 
was obviously a very different time. House prices were robust and 
rising. Today they are falling. Housing was a strong contributor to 
GDP growth, adding another percentage to growth. Today, many 
fear we are headed into a recession. 

Back then, markets were flush with liquidity and banks were re- 
porting large profits. Now a number of lenders have gone out of 
business and we are in a global credit contraction, noted in today’s 
Wall Street Journal in the case of U.K. 

One bright spot is the conventional conforming market. The 
GSEs are one of the only sources of capital to invest in the mort- 
gage market, which is exactly what is needed now. Senator Dodd 
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brought early attention to the unfolding subprime crisis last spring 
and we responded with our commitment to buy $20 billion of 
subprime product. Today I am pleased to report we have bought 
about $42 billion in prime rate mortgages that finance people 
largely who found themselves before in subprime. This effort fol- 
lows a period and a tradition of working to improve subprime prac- 
tices by combating predatory lending. 

As Senator Dodd noted, we were the first ones. Senator Dodd, I 
was just saying, as you noted, we were the first ones, actually a 
year ago right now, to put in place the anti-predatory features of 
lending. 

As we all consider how to deal with the current subprime crisis, 
I am reminded of the lessons learned during the New England 
credit crisis in the early 1990s when I was heading the Boston Fed. 
During that time of economic distress, it was critical to find a way 
to balance the need for maintaining safety and soundness, while at 
the same time assuring adequate credit flows. 

I would respectfully say we are in the same position today. And 
just so people know I am not a Johnny-come-lately since I have 
joined Freddie Mac on this issue, I have appended to my written 
statement, Mr. Chairman, testimony I gave before this Committee 
actually 17 years ago, which raised the same points on how these 
balances — particularly in the case of capital — had to be worked out. 

This experience is very relevant to the debate we have today. 
Finding the right balance between preserving capital and providing 
liquidity is not easy and there are legitimate differences in view. 
But we all need to acknowledge that tradeoffs and balances are re- 
quired. I know it may not be popular to mention shareholders in 
this context. But we have to keep in mind, and Senator Bennett 
noted this, that they are the first line of protection for the tax- 
payers. And without an expectation of a reasonable return, inves- 
tors in the GSE system may just decide to take their money else- 
where. And that would be a very bad outcome for all of us, particu- 
larly the U.S. taxpayer. 

Freddie Mac does support GSE reform and I want to underline 
that. We just want to be sure it strengthens the GSEs and the abil- 
ity to meet their mission, particularly at this point in time, while 
keeping investors in the game. 

As I described in my written testimony, there are two areas in 
particular that warrant the Committee’s attention: capital and the 
affordable housing component of our mission. The subprime crisis 
set into motion a destructive cycle in which falling housing prices 
have exacerbated credit problems and generated losses. These 
losses, in turn, have eroded capital. One repercussion has been a 
wave of capital infusions, I might say from domestic and foreign 
sources. We have substantially added to our capital, as well. 

To ensure that we can consistently provide liquidity in both good 
times and in bad — and we are needed more in bad — capital levels 
need to be consistent with the inherent risks that an institution’s 
assets hold. If required capital is too high, the returns may be so 
diluted we would not be able to attract capital that does provide 
the taxpayer. If they are too low, they would threaten safety and 
soundness. It is a balancing act. 
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As for affordable housing, there needs to be greater flexibility to 
assure that the GSEs can meet its housing goals and all proposed 
commitments in all economic environments. We need to ensure 
that the goals, however well-intended, do not result in overstimula- 
tion of mortgage credit that leads to a situation like we are today, 
let’s stimulate predation. 

We look forward to working with the Committees and others to 
ensure we put families into homes they can keep. 

In closing, let us remember that it was not long ago that many 
said the U.S. financial markets had matured to the point where we 
did not need GSEs. The street was going to take care of everything. 
This past year reminded everyone that we not only still need them, 
but we need them to be strong and vibrant. To do that, they have 
to have capital tied to their inherent risk and affordable housing 
obligations that make sense over the long run. 

If I may say so, Mr. Chairman and Mr. Ranking Member, there 
were a number of, I thought, very good points raised by the pre- 
vious witnesses and all of you in your questions. I think what they 
highlight is that people need to get together and work to resolve 
the tradeoffs that are inherently involved in that. 

And excuse that, I do not mean that as an editorial comment. 

Thank you very much for the opportunity to appear today, and 
I very much look forward to your questions. 

Chairman Dodd. Thank you very much. 

Dan, thank you for being here. 

STATEMENT OF DANIEL H. MUDD, PRESIDENT AND CHIEF EX- 
ECUTIVE OFFICER, FEDERAL NATIONAL MORTGAGE ASSO- 
CIATION (FANNIE MAE) 

Mr. Mudd. Thank you, Mr. Chairman. Thank you, Ranking 
Member Shelby, for the opportunity. 

We are committed to supporting your efforts to pass reform legis- 
lation in this Congress. Let me repeat that: we are in favor of regu- 
latory reform legislation. 

Fannie Mae has undergone significant change in recent years. At 
the same time, the mortgage and the housing markets have them- 
selves undergone significant change. Fannie Mae has new manage- 
ment, and a completely revamped corporate governance and inter- 
nal control environment. Only one hurdle remains, the filing of our 
10-K later this month, for Fannie Mae to meet the 81 remediation 
measures called for in our 2006 consent order with OFHEO. 

We believe that the internal improvements that we have made 
since 2005 have helped us meet an external challenge, which is 
maintaining liquidity, stability, and affordability in the prime con- 
ventional conforming mortgage market during this, a period of ex- 
traordinary stress. While the subprime and the jumbo market and 
other non-conforming markets have shrunk or shut down com- 
pletely, the center of the markets where the GSEs have a large 
presence has performed relatively well. 

Having said that, we are not immune. We are not immune from 
the disruptions in the market and we will take our lumps. In fact, 
as pointed out, we had a GAAP loss in the third quarter and we 
saw more difficult headwinds in the fourth quarter. And we expect 
2008 to be some tough sledding. 
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Yes indeed, these are tough times, and that is when you want 
a Fannie Mae around. The GSEs have an important role to play 
in helping the market through these problems. Both companies are 
doing loan workouts and foreclosure prevention on a large scale. 
Chairman Dodd, you mentioned this in your opening remarks. 
Through our HomeStay initiative, Fannie Mae has successfully re- 
financed 68,000 subprime borrowers into safer prime fixed-rate 
loans. We continue to maintain a stable, liquid center of the mort- 
gage market so that borrowers can access safe and affordable mort- 
gages. 

This market and our response are worth considering, I believe, 
as Congress and the Administration take up the issue of reforming 
the regulatory regime of the GSEs. The choices you make now 
should be durable and stand the test of time. We support the cre- 
ation of a strong, independent bank-like regulator. Strength and 
independence, I think, are clear enough. Bank-like means we do 
support stronger power than our regulator has now. But at the 
same time, such powers and the skills that go with those powers 
should be comparable to and on a par with those of other modern 
regulators. 

Our view of the principles that should guide regulatory reform 
has remained unchanged since I first testified before this Com- 
mittee on April 20th, 2005. The dramatic changes in the housing 
market only reinforce our views of the key elements of regulatory 
reform. One, capital, Congress has established a statutory min- 
imum capital standard for Fannie Mae and Freddie Mac that re- 
flects the unique role of the Government-sponsored enterprises and 
the importance of capital in meeting their liquidity, stability, and 
affordability missions. 

We support this Committee’s reaffirmation of our minimum stat- 
utory capital requirement in S. 190 from the 109th Congress and 
the House’s more recent reaffirmation in H.R. 1427. We also sup- 
port the regulator’s ability to increase our capital requirements 
when necessary to meet a clearly articulated safety and soundness 
concern. When such concerns are absent, legislation should enable 
our capital requirements return to the levels established by Con- 
gress. The normal capital levels established by Congress for normal 
times should be the norm. 

Two, on portfolio oversight, we support regulation ensuring that 
the GSEs’ mortgage portfolios are managed in a safe and sound 
manner. But regulation should not impose arbitrary limits, includ- 
ing a so-called systemic risk standard that does not exist anywhere 
else in bank supervision. To that end, we support legislation clearly 
identifying the bank-like safety and soundness factors that would 
guide regulatory oversight of our portfolio. 

In the new product area, third, the bank regulation model also 
offers a guide. Banks keep regulators apprised of their new busi- 
ness initiatives through the examination process and by regular 
communication with their examiners. So should the GSEs. Particu- 
larly during times of extraordinary disruption and change, such as 
now, the GSEs have to move quickly to address the pressing needs 
of the primary market. A cumbersome pre-approval process, and 
public notice and comment, would be a step backwards. 
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Fourth, reform legislation should reinforce the GSEs’ affordable 
housing mission. The GSEs’ strong new regulator should set and 
oversee streamlined goals that reflect current market data and 
adapt to changing market conditions. 

Fannie Mae also supports the creation of an affordable housing 
fund to be funded from GSE net income and integrated into a new, 
affordable housing goals framework. We should manage the fund, 
and we should be held accountable for the results. 

In conclusion, Mr. Chairman, the housing and mortgage markets 
need certainty and stability at this time, and strengthening the 
oversight will provide an additional measure of confidence that the 
GSEs will be here to do our job now and in the long-run. 

Thank you. 

Chairman Dodd. Thanks very much. Thanks to both of you. I 
will leave the record open, obviously, for the other members who 
were not able to stay around, so they will be able to raise some 
questions with you, as well. 

Let me begin, if I can, Mr. Mudd, with you. In a presentation la- 
beled “preferred offering roadshow” available on the website of 
Fannie, you noted that your market share is rising, your delin- 
quencies are lower than the industry average. Your book of busi- 
ness has significant credit enhancements, and you are enjoying 
wider spreads on mortgage acquisitions. 

And yet, Fannie appears to be designating whole counties, the so- 
called declining markets, for higher pricing, a practice some have 
called redlining in the past here, and a practice of also increasing 
charges to subprime borrowers who need access to your credit more 
than ever. 

One, will these changes translate into higher rates for the bor- 
rower, in your mind? Will these changes, particularly those dealing 
with the declining markets, actually exacerbate downward pressure 
on prices by making credit harder to come by? 

And obviously, the basic question here, and that is the GSEs, the 
very reason for their existence here, in part not only to serve an 
affordable housing issue, but to be counter cyclical at moments like 
this. It seems to me the very constituency we are talking about 
that is struggling right here, what you are suggesting, it seems to 
me, in the website is to exactly walk away from that very constitu- 
ency and it raises serious alarm bells. 

Mr. Mudd. Thank you, Mr. Chairman. 

Two pieces. One piece is that on the adjustment for markets that 
are declining, what happens is that when our underwriting system 
detects a loan being underwritten in a market that is declining, it 
sends a message back to the primary lender that says take a look 
at this and get another appraisal. 

The purpose of that is to make sure that in a declining market 
you do not put a borrower into a home that is under water on day 
one. So it is a piece of prudent underwriting, in our judgment. 

I appreciate your comment, in the sense that it is very important 
to us to be sensitive to providing the liquidity in these markets. 
But the driver of it is the safety of the borrower and the driver of 
it is the safety of the loan, rather than anything else. 

On the pricing, we are making sure that in a market where ev- 
eryone would agree that there is more risk than there was before, 
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that the pricing reflects the risk that is actually out there. And 
there is, I think we would all agree, more risk in the current mar- 
ket. 

Chairman Dodd. The self-fulfilling prophecy notion of all of this 
is troubling to me. You get into that downward spiral and trying 
to reverse that becomes terribly difficult and I am concerned about 
it. 

You may have heard, and I will raise this with both of you here, 
that there were several of us here that raised the idea — Senator 
Schumer as well as myself — the idea of using your 30 percent cap- 
ital surcharge. I think collectively it is around close to $20 billion, 
I think, between the two of you here, to actually provide those re- 
sources to assist this subprime borrowers to be able to have some 
workouts here that would allow them to stay in their homes. 

These are owner-occupied. I am not interested in the speculating 
community at all. I mean, I am interested in that owner-occupied. 

You may have heard me say, in fact I will be there on Monday. 
But in Bridgeport, Connecticut, the new mayor of that city indi- 
cated to me the other day that he may have 6,000 foreclosures in 
that city of less than 100,000 people. Needless to say, in a city — 
as so many are — that is struggles anyway economically to have 
that kind — and Richard, you will know, coming from New England 
you know what I am talking about here, that that can mean. 

Anyway, share with us your thoughts on this and understand 
where we are coming from in this and the importance of engaging 
in this. What is your reaction to that request? 

Mr. Syron. Senator, Mr. Chairman, if I might, I think you raise 
the key question of how regulators should act, how lending institu- 
tions should act, and the reason that you have Freddie Mac and 
Fannie Mae. Quite honestly, if you look back a few years, there 
was enormous private sector participation in the market. Whether 
all of that was salutary in the end or not, pure private sector, is 
a matter for some dispute. 

But we are there to be there in good times and bad. It is the only 
business line we are in. And we should act in a counter cyclical 
way. 

But as part of that acting in a counter cyclical way — and I am 
sorry to be Johnny-one-note on this, but as you know, you were on 
the Committee when I testified before, 17 years ago. It is important 
that capital treatment not be pro-cyclical either. It is not a very 
good idea if you start to unreasonably raise capital on these institu- 
tions at a time when you need them to do more because the only 
thing they can do — if you want to have private shareholders, and 
never mind that, just to meet the capital — is to be more restrictive 
in lending. 

Chairman Dodd. Of course, to be the devil’s advocate, the argu- 
ment is, of course, if not requiring those capital standards in dif- 
ficult times, you do not have the resources to participate. 

Mr. Syron. Well no, but I think the story is that for all financial 
institutions what you should do is husband and build capital in 
good times and have it there so you are able to meet more difficult 
times. 

Chairman Dodd. I agree with that. 
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Mr. Mudd. I would say, Senator, just to emphasize Dick’s point, 
I think it is a balance, obviously, between making sure you are pro- 
viding liquidity and maintaining safety and soundness. I look at 
the problem as having three groups, with respect to subprime. The 
top group is basically refinanceable into safer, fixed rate mortgages. 
We have done a lot of that. 

There is a group at the bottom that is not going to be able to stay 
in their homes. And there are a number of things that can be done 
and a number of things that we have done to encourage people to 
do that as a workout on a peaceable, non-damaging to the con- 
sumer basis. 

It is the middle group that requires the toughest thinking. How 
do you modify those loans to try to keep people in their homes? Our 
experience is that it is really a matter of trying to bridge them 
through this period. There are five or six different efforts that are 
underway — Hope Now could be one of them — that basically holds 
those payment levels constant so that homeowners can make their 
payments through the period of time until incomes go up, until 
home prices recover. We doing our part to make sure that we are 
making it as easy as possible for the servicers and the lenders to 
do those modifications is kind of the lever that we should be pull- 
ing on at Fannie Mae, certainly. 

Chairman Dodd. Why should I be anymore optimistic about this 
Hope Now Alliance, given the experience of — you were both in the 
room a year ago, or almost a year ago. We sat in this very room 
with the stakeholders and talked about what would need to be 
done in order to try to get these workouts moving. And yet, we 
hear reports of only a fraction of those numbers actually moving. 

What should make me feel any more confident that I am going 
to see any more reaction now than I have seen over the last year? 

Mr. Mudd. I will answer the question as directly as I can, which 
is that I think that it took the industry a while to gear up, to be 
able to move from a world that said that moving quickly through 
foreclosure was the right answer to a world that said foreclosure 
was absolutely the wrong answer. And it took the industry a while 
to get its processes turned around on that. 

I do not think that the Hope Now answer, or the Fannie answer, 
or the Freddie answer is the magic bullet to this problem. Each is 
one piece of it that applies to a certain subset of borrowers and 
puts that key in that lock. There are many other things that could 
be done to give you, I think, Senator, more hope and encourage- 
ment that we are going to make progress. 

Mr. Syron. Senator, excuse me, Mr. Chairman, if I might add on 
to that. First, I agree with everything that Dan said. 

Second, I think some of the ideas that have been put forward, 
the idea that you have raised for some sort of entity to deal with 
the bottom end of the market, I think a harsh reality we have to 
realize — because Senator Bennett talked about overhang in the 
market. There is an overhang in the market from units that have 
never been sold or are for sale. 

But there is also kind of a second overhang. And that second 
overhang is we have got to admit we have put some people into 
houses, unfortunately, that probably did not belong in them and 
need to be renters. 
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Now the entity that you discussed could be, it seems to me, use- 
ful in that in converting to get through this process some of those 
units — we have a match. We have people that want to live in units 
and we have the units. But convert them for a period of time back 
into rental units with maybe a lease-to-buy type of process. 

Chairman Dodd. Mm-hmm. 

Mr. Syron. That is one thing I think could be pursued. 

What Senator Schumer talked about on dealing with the seconds 
sort of issue, or dealing with avoiding foreclosure, I think is some- 
thing that needs to be pursued. It is absolutely clear that when you 
foreclose on a unit there is a dead weight loss of 20 percent to 30 
percent that everyone suffers from. 

Chairman Dodd. You know, there was — I was speaking to some- 
one in the last couple of days who is fairly knowledgeable in this 
area and indicated to me that you were running into a significant — 
I think, a significant number of people who were not even able to 
meet the teaser rates because of what has happened to incomes, 
wages, and the like. 

Are you seeing any evidence of this in your own data? 

Mr. Syron. Yes, sir. I think, unfortunately, we are headed into 
a period of economic softening. Whether it meets the test of a full 
recession or not is something that people can argue about later. 
But I think that there are people that are having trouble meeting 
teaser rates. 

Now fortunately, the actions of the Federal Reserve will make, 
for some people, when the teaser rate ratchets up, less of a ratchet 
than it would have been before. 

Chairman Dodd. Let me just say, Director Lockhart noticed that 
your companies were both constrained from entering the subprime 
market over the past several years with the unfortunate exception 
of your purchases of private label securities because lending stand- 
ards had gotten too lax and you could not compete for the business. 

Now, however, the subprime market has all but ground to a halt, 
as we know. This creates an opportunity for the enterprises to 
enter the subprime market and establish a set of strong lending 
standards such as fully indexed loans without prepayment pen- 
alties, yield spread premiums, balloon payments, and the like. 

I want to urge you to take advantage of this opportunity and I 
want you to comment on the possibility of doing that. 

I should point out, by the way, and I think in the case of 
Freddie — I am not sure of Fannie — you led the way, in some ways, 
in terms of setting some of these standards of the underwriting re- 
quirements, and I applaud you for that. But give me some response 
to this set of suggestions. 

Mr. Syron. Senator — excuse me, Mr. Chairman, if I could, I 
think that we can buy originations. As you said, there have not 
been a lot of them so far. And we are in a tight situation, I will 
admit, at least our institution, for capital. That is why I think some 
of the issues you raised about the 30 percent are certainly well 
worth thinking about. 

But we would be very willing to buy mortgages that met the new 
standards. Because I think to not meet the new standards would 
be irresponsible for the people — towards the people that were there 
before. 
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If I could quickly add one thing: on the ABS mortgages we 
bought into our portfolio, the subprime mortgages, we bought them 
in really to aid that market and to meet our goals. We do not, at 
this time, expect to take any losses on those mortgages. This is a 
market that does not trade. A lot of this is priced to different ABX 
indices, it gets very esoteric. 

But when we look at the — no one can forecast the future. But 
when we look at what we expect in terms of foreclosure rates and 
what they call transition rates and difficulty rates, we do not ex- 
pect to take losses on those. 

Mr. Mudd. Mr. Chairman, my observation would be that there 
is nothing the matter with being a subprime borrower in this coun- 
try. Certainly the notion is — a subprime borrower is somebody with 
a credit blemish. And if the notion is that if you have ever had a 
credit blemish in America, you are never going to be able to own 
a home in America, I do not think that is a place that we want to 
go. 

So the question is under what standards should subprime lend- 
ing be done? There are subprime borrowers that we have lent 
money to and we have put them in safe products, 30-year, fully am- 
ortizing fixed-rate loans. That is where the focus ought to be. 

I think one of the reasons that these troubles started in the 
subprime market was that there were really no standards. The 
standard was do what needs to be done in order to get the loan 
made and at least get the person in the door for the first payment. 

Chairman Dodd. And then bundle them and sell them and get 
them out the door and you do not have any accountability. 

Mr. Mudd. And not retain any of the risk, which is very different 
than the way these two companies operate. 

The observation I would make, just as a corollary to your com- 
ment, was I think one of the other things we could do in this mar- 
ket is clean up the disclosures. It is hard enough for Dick and I 
to understand all the documents and all the provisions in our mort- 
gages. But for first-time subprime borrowers that we have admitted 
already have a problem, we could certainly do worlds better in 
terms of disclosing clearly what they are getting into. 

Chairman Dodd. I want to turn to Senator Shelby, but I want 
to come back to you, Dick, on this, because the financial literacy 
issues, Fannie Mae seems to be walking away from some of that. 
And in light of this, I wonder whether they are going to come back 
to the earlier requirements for financial literacy, which was an im- 
portant element in all of this. 

Let me turn to Senator Shelby. 

Senator Shelby. I agree with both of you, that there is always 
going to be a subprime market, and there should be a subprime 
market. We have got to come up with some standards, or you have. 
And I know you have tightened some of the stuff. 

Did I hear it right, I think Mr. Syron, you said that, that your 
subprime portfolio is working? It is performing, and so forth? 

Mr. Syron. Yes, sir. What we have in sub 

Senator Shelby. If that is true, that is good. Go ahead. 

Mr. Syron. I am sorry. 

Senator Shelby. Do you have a subprime portfolio? 
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Mr. Syron. We have about $100 billion in AAA rated subprime 
securities. 

Senator Shelby. And are they AAA rated because of private in- 
surance? 

Mr. Syron. Some yes, and believe me, we look at that all the 
time. I was on the phone 

Senator Shelby. We think about it, too, up here. 

Mr. Syron. But so far, actually — and as I said, anyone would be 
foolhardy to make promises about the future. But so far we have 
had good experience on that. And we are heavily subordinated. And 
so we think that all or almost all this is going to be money good. 

Senator Shelby. What about you, Mr. Mudd? 

Mr. Mudd. Subprime represents 

Senator Shelby. Are they subprime 

Mr. Mudd [continuing]. Less than 1 percent of our book. We do 
have 

Senator Shelby. Are they performing? 

Mr. Mudd. Yes, sir, they are. 

Senator Shelby. That is good. 

Mr. Mudd. We have — we look at those very closely in terms of 
their performance. We look very closely at where they are rated but 
we do have our own separate rating system. There is credit en- 
hancement, mortgage insurance, other forms of protection there. 
But we also stress test that and discount that, as need be. 

We are watching it very closely. I think it is apt for you to point 
out that this is one of the risk areas in the market that we are in 
right now. 

Senator Shelby. Well, we want it to work. 

Jumbo mortgages purchases. Congress, we have been talking 
about, is moving in the direction of allowing your companies to play 
a larger role in higher cost markets, such as California and others. 
According to an OFHEO analysis, mortgages associated with these 
higher cost properties may well pose greater credit risk, on aver- 
age, than loans now purchased by the GSEs. These jumbo loans 
have different default rates, prepayment rates, and are more geo- 
graphically concentrated. 

Given the significant, if they are, operational risk your compa- 
nies have recently had to fix in relation the plain, vanilla con- 
forming loan market, how prepared do you believe the GSEs, 
Fannie and Freddie, will be to deal with these new and additional 
risks of jumbo loans? 

Mr. Mudd. Thank you, Senator. 

If you separate out the jumbo market and treat it as a distinct 
market from the prime, conventional conforming market, you can 
get very different answers. So the beginning of my response would 
be any participation in that market for us would be a continuation 
of the standards and the routines and the controls and the govern- 
ance that we put around the prime market. I am sure you know 
that there are higher cost limits for us in Alaska, Hawaii, Guam. 
I am not sure how that happened. It was before my time, certainly. 

But we looked very closely at that book, the same book, the same 
sort of working family type borrower, just in geographies that had 
more expensive homes. And we found out that by applying those 
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same standards to the higher loan limits in those areas, their per- 
formance was largely indistinguishable. 

So your point to me would be do not be doing vacation homes and 
mountaintop homes and all that. That is not, I think, what would 
be helpful to this market. A continuation of applying our standards 
to those areas of the near conforming market, you might say, that 
are relevant, I think we could provide some help there. 

Senator Shelby. With substantial down payments or whatever? 

Mr. Mudd. With the very conservative credit standards that we 
know and love, Senator. 

Mr. Syron. Senator, might I just add to that? 

Senator Shelby. Sure. 

Mr. Syron. As an economist, I have to candidly admit that I 
think this is a good part of a stimulus package. I want to be clear, 
though, that this is not a boon in any way for the GSEs. Because, 
as people have noted, there could — may or may not be different 
credit characteristics. We would have to set up, at least in our case, 
different systems because you would not have — at least for the con- 
tiguous 48 States — the same loan limit. And that is kind of a bear 
to do and will cost us a lot of money to set up. 

And to do all of this for a program that is going to only last a 
year, you know, we will do it because I think it is good for the 
country. But it is not going to be a great boon for us. 

Senator Shelby. Let me ask you this, I have been told that a 
$500,000 mortgage owned or guaranteed by either one of your com- 
panies would require twice as much capital for regulatory purposes 
as a $250,000 mortgage. And even if the GSEs securitized these 
jumbo loans, that also requires capital that would otherwise be 
used to support the purchase of a larger number of smaller loans. 

Is this true? And would this cause you to look at it, as you have 
just referenced, a little differently? 

Mr. Mudd. I think the capital would certainly be adjusted for the 
size and the risk of the loan. 

One of the points to make, Senator, is that our average loan size 
is now, with a $417,000 loan limit, the average size is $140,000. So 
one of the impacts of this would not be that all of the loans would 
all of a sudden be $600,000. The average might move somewhat. 

But I would feel that it would be very important for us to balance 
that out with a continued focus on the cheaper end of the market, 
the smaller end of the market. 

Senator Shelby. I will ask you both this. Does this recent in- 
crease in guaranty fees reflect your companies’ reassessment of fu- 
ture credit risk or so forth? 

Mr. Syron. Yes, sir. The answer is yes. 

Mr. Mudd. Yes, we can. [Nodding head.] 

Senator Shelby. Portfolio activities. Since the peak of the hous- 
ing market in 2005, your companies have experienced a net in- 
crease in mortgage-backed securities outstanding of over $1 trillion, 
while your retained portfolios have been basically flat. Is that cor- 
rect? 

Mr. Syron. Yes, sir. 

Senator Shelby. More or less? 

Mr. Mudd. [Nodding head.] 
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Senator Shelby. Have your companies been able to meet the li- 
quidity demands in the mortgage market through your 
securitization activities? Or do you believe there remains consider- 
able volatility in the conforming loan market? 

Mr. Mudd. I would characterize it not as an either/or. Yes, we 
have been able to do some work providing continued liquidity. But 
we have had to make some tradeoffs and choices for products, resi- 
dential apartments, military housing, that type of thing, that do 
not have a securitization market and so would need to be put into 
the portfolio. And we have had to make some choices about not 
doing some of those. 

Mr. Syron. Senator, if I could 

Senator Shelby. Yes, sir. Go ahead. 

Mr. Syron. I might just add on, this becomes very applicable to 
the question you just asked about the jumbo loans. 

Senator Shelby. Sure. 

Mr. Syron. Because if we wanted to say very early, after what- 
ever legislation is passed to do jumbos, by far the most practical 
way to do it — but it costs a lot of capital — would be to put them 
into the portfolio because you do not have to have developed all 
those things for the securitization machine. And we have been told 
by the dealers and people we sell to that these cannot be 
securitized into the packages that we have now because they have 
different characteristics. So we have to develop a whole new mar- 
ket. 

And so just the point that, as I said, I think this is good policy 
economically. But it is not easy to do. 

Senator Shelby. Well, both of you have got your challenges here, 
have you not? Assuming this passes Congress? 

Mr. Syron. I would say so, sir. 

Senator Shelby. Mr. Mudd, in the fourth quarter of last year, 
Fannie Mae purchased — I have been told — just over $200 billion in 
mortgages. I understand that a fourth of those purchases were 
from Countrywide, who is a big mortgage banker. Given 
Countrywide’s recent financial problems and loan performance, do 
you have any concerns as to the quality of those purchased? Do you 
review those accordingly? You all have your own standards, do you 
not? 

Mr. Mudd. Yes, sir, we do. We review them. We review them 
very carefully. And as somebody becomes a larger counterparty of 
ours, we review them even more carefully. 

In the case of most of those big institutions, we actually have 
staff that are onsite supervising and auditing the process. So we 
have a good deal of confidence in that portfolio. 

We also think it is probably — it is positive, as a general matter, 
that the net counterparty strength between the Bank of America 
and Countrywide looks to be strengthened by this transaction. 

Senator Shelby. At least they have deeper pockets, do they not? 
Sure. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much, Senator. 

Let me just ask a couple of final questions, if I can, to both of 
you. 
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Mr. Mudd, on January 29th of this year the American Banker re- 
ported the following: it said “servicers claimed Fannie, in par- 
ticular, adheres to restrictive rules that reduce the number of loans 
that may be modified. They say Fannie will not agree to a modi- 
fication of a loan it has securitized until a loan has been delinquent 
for 4 months.” 

I wonder if you might explain if that is an accurate statement, 
this policy which seems to fly directly in the face of the direction 
everyone else is heading in. 

Mr. Mudd. It was a fair criticism, absolutely, Mr. Chairman. We 
paid attention to it. It had a number of — it was kind of a Gordian 
knot to try to solve. 

We have a product that we will be rolling out in a matter of a 
few days, which is called Home Saver Advance, which will enable 
us to work with the servicers to get in and rescue those loans, work 
with the borrowers long before they get in trouble. 

So yes, your statement is accurate. It was an issue. We have paid 
attention to it. It will be fixed. 

Chairman Dodd. You know, we sat down together here a year 
ago and tried to talk about how we were going to get these things 
worked out. I am a little disappointed — I really was under the im- 
pression your people were really going to work at this thing over 
the last 10 or 12 months and discover here I am going through 4 
months of delinquency. It is pretty clear what is happening here. 

Mr. Mudd. That is not the first move that we have made, Mr. 
Chairman. We worked with our servicers. There were — we made a 
number of liberalizations in terms of the modification policy, let it 
work for a period of time, and then sat down with our seller 
servicers and discussed what was working, what was not. They 
gave us a list of an additional 18 things that they would like done. 
We said yes to all 18. 

So we are focused on this. We are working on it and will con- 
tinue to do more. 

Chairman Dodd. Let me ask you, as well, here, there are some 
observers of the markets’ recent turns have suggested that one rea- 
son for what has occurred here is that loan down payment lending 
to moderate, low and low-income people is bad business for the 
lender, for the investor, and of course for the home buyer. I wonder 
if you agree with that statement? 

Mr. Mudd. Senator? 

Chairman Dodd. Low down payment. 

Mr. Mudd. Low down payment? 

Chairman Dodd. Yes. 

Mr. Mudd. There is certainly more risk in a low down payment 
loan than a loan that has more equity in it on day one. But I view 
those types of loans being done prudently as an important part of 
our mission and an important part of our business. 

Chairman Dodd. Have you learned any lessons from doing this 
at all? 

Mr. Mudd. I think the stress that we have seen in the market 
here suggests that at the front end of the system there was an un- 
derwriting assumption that was made that said home prices are 
going to go up always by some percent forever. It turns out not to 
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be true. And a lot of people have learned lessons from that part of 
the process. 

We have always, as you know, adhered to a standard that says 
if there is not 20 percent equity in the home on day one then some 
other form of credit enhancement is required. I think that is a rec- 
ognition of the fact that that grubstake in the home is an impor- 
tant piece of it. But it also enables us to get to those borrowers that 
do not have that amount of capital when they enter into a mort- 
gage. 

Chairman Dodd. One of the things you pointed out earlier, and 
I agree with you on this, and I think all of us do here. Obviously 
if any one of us, even those of us who sit up here and write a lot 
of this legislation, I suspect every time someone goes to a closing 
who is a Member of Congress they ask themselves whether or not 
they voted for this stuff that only an accountant or a lawyer could 
possibly understand. You made that point a few minutes ago, how 
common — even the two of you, as people who spend all of your days 
dealing with this stuff, this is complicated. 

Fannie had a requirement for many years requiring counseling, 
particularly to first-time home buyers. And you stopped it. How 
does that square with this, all that we are talking about here, 
given the importance of that and understanding what it can mean 
to people going in? It seems to me that is, again, walking in the 
opposite direction of where we should have been going here to 
avoid the kind of pitfalls that many borrowers got themselves into. 

Mr. Mudd. I think it is important, and I think there is an oppor- 
tunity to put it back in. It is a good idea. 

What happened was that when we put in the requirement, all 
the business went away from us. It is sort of like if you want to 
get car insurance you have to go to driver’s ed, but you can get in- 
surance from these guys without driver’s ed. Everybody goes to the 
insurer that does not require driver’s ed. 

So now we are in a market where you can actually require coun- 
seling because, as was pointed out in the earlier panel, more of the 
business is coming our way. So we are working with a number of 
counseling organizations and others to make sure that people are 
more ready for this obligation. 

And I think it ties in to the comment I made a minute ago, that 
better disclosure would also be helpful because you cannot guar- 
antee that people pay attention during driver’s ed. 

Senator Shelby. Mr. Chairman. 

Chairman Dodd. Yes, certainly. Go ahead. 

Senator Shelby. Can I ask 

Chairman Dodd. Sure. 

Senator Shelby. With mortgage rates down right now, if you had 
good credit and a high interest rate, wouldn’t this be a good time 
to looking to refinance your mortgage in America? 

Mr. Mudd. I would recommend that to all our listeners today. 

[Laughter.] 

Senator Shelby. Do you agree with that, Mr. Syron? 

Mr. Syron. Yes, I do, Senator. And I think that, you know, there 
is nothing wrong with the old fashioned fixed-rate 15- to 30-year 
mortgage with a decent down payment 

Senator Shelby. Absolutely. 
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Mr. Syron [continuing]. And somebody knowing what their obli- 
gations are going to be as they go forward. 

Senator Shelby. And those are what we call performing loans in 
the portfolio, aren’t they? 

Mr. Syron. You got it. 

Senator Shelby. You got it, both of you. 

If we stick to high standards or higher standards, we have fewer 
problems in the long run, do we not? 

Mr. Syron. Absolutely right. 

Senator Shelby. Thank you, Mr. Chairman. 

Chairman Dodd. It is an interesting point because I am trying 
to recall this now from memory. But as I recall, something like 40 
percent of the non-performing loans were not first mortgages, were 
not first time home buyers. These are refinances. Is that correct? 
Am I right about those numbers roughly? Was it 40 percent? 

More than 50 percent. 

Mr. Syron. I think they were, but quite honestly, it may not be 
popular to say but what happened during the most of the go-go 
days, a lot of people developed products that might be attractive for 
the lender, did not end up being attractive for the borrower over 
the longer run. And they went out and they called people. 

We have all been at dinner and been called by someone. I get 
called all the time about do I need another mortgage. And people 
were sold mortgages that were not to their advantage and because 
they were able to take out a lot of cash or do something else, it was 
a refi. But it was not to their advantage in the long run. 

Chairman Dodd. Senator Reed made the point earlier, Jack Reed 
did, and I agree, and I think Senator Schumer did, and I have, as 
well, that the irony, we are sitting down talking. I think all of us 
agree here, I have heard you say it as well, a strong regulator. 
There is no debate about that. I think we are going to get a good 
bill here. 

But the irony is here, we are talking about a crisis now, with a 
highly regulated market out there — allegedly highly regulated — 
that collapsed in many ways because cops were not on the beat. 

Mr. Syron. Well, sir. Excuse me, Mr. Chairman, I think what 
happened is that a lot of the market moved away from the highly 
regulated 

Chairman Dodd. I agree. I mean that, supposed to be highly reg- 
ulated, the notion that it is highly regulated. 

Mr. Syron. Right. 

Senator Shelby. Mr. Chairman. 

Chairman Dodd. Yes. 

Senator Shelby. A lot of those people who moved into the other 
market are paying an awful price, are they not? 

Mr. Syron. They certainly are, sir. 

Senator Shelby. Investors and others. 

Mr. Syron. Yes, sir. 

Senator Shelby. Thank you. 

Chairman Dodd. But the borrower pays the ultimate price. 

Senator Shelby. Oh yes. 

Chairman Dodd. Those guys all get golden — most of them are 
leaving their jobs with $125 million golden parachutes. That person 
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who is living in that house in Bridgeport does not get a golden 
parachute. 

Senator Shelby. We agree. 

Chairman Dodd. They just lost their home or are about to lose 
it. And that is the great tragedy. And these numbers are going to 
be in that million, several million range. 

Mr. Syron. Those people get a lead anchor. 

Chairman Dodd. Yes. 

Thank you both. Appreciate it. 

Mr. Syron. Thank you. 

Mr. Mudd. Thank you. 

Chairman Dodd. To be continued. 

[Whereupon, at 1:22 p.m., the hearing was adjourned.] 

[Prepared statements, responses to written questions, and addi- 
tional material supplied for the record follow:] 
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Opening Statement of Senator Dodd 
“Reforming the Regulation of the Government Sponsored Enterprises” 

Remarks as Prepared: 


The Committee will come to order. This morning’s hearing is entitled 
“Reforming the Regulation of the Government Sponsored Enterprises.” While this is the 
first meeting on this topic in the 1 10 th Congress, I want to acknowledge that the 
Committee has established a substantial record on these issues which was developed 
through a comprehensive series of hearings organized by Senator Shelby when he was 
Chairman of this Committee. He has shown important leadership on this issue. 

Because we have a number of members that are new to this Committee, I think it 
would be useful to remind people of the backdrop of these issues: A pattern of serious 
abuses and irregularities surfaced at Fannie Mae, Freddie Mac, and the Federal Home 
Loan Banks starting in 2003. These entities misstated their incomes by billions of 
dollars, and exhibited serious problems with their internal controls, accounting practices, 
and corporate governance. Today, Fannie, Freddie, and the Chicago Home Loan Bank 
are all still operating under regulatory agreements. 

It is because of these very serious problems that wc all agree that a new, world- 
class regulator, with broad powers like those of the banking regulators should be created 
to oversee the GSEs. 

By the same token, we need to recognize the tremendous benefits that the GSEs 
have brought to the American people, to our communities, and to our economy. 

For example, the widespread availability, nearly unique in the world, of a 30-year, 
fixed rate, prepayable mortgage is due in no small part to the existence of Fannie Mae 
and Freddie Mac. As a result, millions of Americans have achieved the dream of safe 
and stable homeownership that would have otherwise been out of their reach. This 
homeownership has been an engine of wealth creation for our nation, wealth that is 
measured in the hundreds of billions of dollars, wealth that homeowners may use to pay 
for a child’s college education, to finance a secure retirement, or simply to get them over 
a financial rough patch. 
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Fannie and Freddie are two of the key drivers of the housing finance system that 
has created this wealth. Let me be clear - 1 will not be the one to preside over a 
legislative process that dismantles this system. I will pursue GSE legislation, and I will 
do so aggressively, but I will not do anything that undermines the foundations of this 
highly beneficial system. 

Ironically, we have sat through hours of hearings over the years with witnesses 
repeatedly raising alarm bells about the risks Fannie and Freddie pose to the financial 
system. Yet, today, the only part of the housing finance system where credit is still 
flowing is in the GSE and FHA sectors. Everywhere else, mortgage credit is either 
unattainable, or incredibly expensive. One financial institution after another failed to 
effectively manage its risks and has been forced to seek capital infusions, often from 
foreign governments, to cushion the losses. Many financial institutions have gone 
bankrupt - but only after making bad loans that have turned the American dream into a 
living nightmare for millions of our hardworking fellow citizens. 

In short, the system is under siege, and it is the GSEs that are riding to the rescue. 

I know that there are some who take a different view of the matter; many are 
philosophically opposed to the very existence of these entities. Former Chairman 
Greenspan told this Committee very frankly that he was in this camp, and that he favored 
privatization. 

In my view, it is time to get beyond this stale ideological debate. We need to get 
down to the hard work of crafting a balanced bill that will create the kind of regulator we 
all agree is needed. 

By doing so, we will ensure the public that a credible regulator is on the job, 
increasing confidence in our system. We will also be able to demand, as an integral part 
of the process, that the GSEs strengthen and deepen their commitment to affordable 
housing. Senator Reed has provided us a framework for doing this. I intend to work 
closely with him going forward. 

In addition, I believe the GSEs need to do more to help subprime borrowers get 
out of their abusive subprime loans and into safer, more affordable and stable products. 
Indeed, as Fannie and Freddie successfully address their accounting and management 
problems, I think it would be very helpful for them to devote a portion of the surplus 
capital they have been required to maintain for the purchase and workout of these 
troubled loans. As my colleague Senator Schumer noted last week, these are the times 
when the GSEs must live up to their public obligations. I intend to put them to the test on 
this. 


Before I recognize the Ranking Member, I want to reiterate that we are in 
agreement in many areas, and I look forward to working with him, with our colleagues on 
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the Committee, with our witnesses, and with other stakeholders to produce a strong, 
broadly balanced and effective piece of legislation. 

- 30 - 
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PREPARED STATEMENT OF SENATOR REED 

“Reforming the Regulation of the Government Sponsored Enterprises” 
February 7, 2008 at 10:00 AM in SD 538 

Thank you, Chairman Dodd and Senator 
Shelby, for convening this important 
hearing. 

As we know, the Government-Sponsored 
Enterprises (GSEs) are unique public- 
private partnerships. These counter-cyclical 
organizations, which were largely set up 
during the Great Depression to get the 
housing market going again, continue to 
prove their usefulness. 
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Whether through the recent advances or 
loans made by the Federal Home Loan 
Banks (FHLBs) to some of the country's 
biggest investors in subprime mortgages or 
the infusions of capital raised by Fannie 
Mae and Freddie Mac, which have helped 
keep the conventional mortgage market 
from grinding to a halt, the GSEs clearly still 
have a special role to play. Despite the 
seizing up of the subprime, Alt-A, and jumbo 
loan markets, investors continue to invest in 
mortgage-backed securities guaranteed by 
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the GSEs and Americans still can obtain 
mortgages that meet the conventional loan 
limits. 

As Congress considers additional ways that 
the GSEs might help with the current credit 
crisis in the mortgage markets, I think it is 
incumbent upon us to make sure the GSEs 
truly have a world-class regulator. The 
whole world is looking to us to pull 
ourselves out of what increasingly looks like 
a self-inflicted crisis, and clearly we need to 
be thinking not only about how to strengthen 
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the regulation of the GSEs, but also about 
how to strengthen the regulation of many of 
the financial institutions and products that 
got us into this crisis in the first place. 

In addition, as we consider giving Fannie 
Mae and Freddie Mac the ability to 
purchase certain jumbo mortgages to help 
re-liquify this part of the housing market it is 
incumbent upon us to make sure that 
Fannie Mae and Freddie Mac are not 


incentivized to cherry pick these larger 
mortgages at the expense of smaller 
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mortgages at the lower end of the mortgage 
market. We are giving them a whole new 
line of business and entry into a market they 
have never been in before, and now more 
than ever it needs to be clear that the GSEs 
have a robust affordable housing mission as 
well. 

I introduced S. 2391, the GSE Mission 
Improvement Act, three months ago, to 
emphasize that with government benefits 
and guarantees come additional 
responsibilities. This legislation would 
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require Fannie Mae and Freddie Mac to set 
aside funds for an Affordable Housing 
Program. 

Sixty-five percent of this set-aside would go 
towards an Affordable Housing Block Grant 
Program. This funding would be allocated 
to the states by formula grant to help 
address the current subprime mortgage 
crisis. These grants could be used to 
facilitate loan modification and refinance 
options for low- and moderate-income 
borrowers facing foreclosure. Some of the 
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funding could also be used to help low- and 
moderate income homebuyers purchase 
properties that have been foreclosed upon 
to help stabilize neighborhoods. Currently, 
the Federal Home Loan Bank of San 
Francisco has developed a pilot program to 
do something like I have suggested in this 
legislation-to use part of its affordable 
housing set-aside to refinance low- and 
moderate-income households with non- 
traditional or subprime mortgages into fixed- 
rate, fully-amortizing 30 year mortgage. 


7 



77 


After 2008, this block grant funding would 
be distributed by formula to the states for 
the development, construction, and 
preservation of housing for very low- and 
extremely low-income families. This funding 
would complement other federal and state 
programs, such as the HOME Investment 
Partnerships and Low-Income Housing Tax 
Credit programs, to bring down costs 
enough to primarily target the income group 
most needing housing that is truly affordable 
to them, extremely low-income renters. 
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The other 35% of this funding would be 
allocated for a Capital Magnet Fund. This 
funding would go out through competitive 
grants for financial activities that leverage 
affordable housing development, 
construction, and preservation for low-, very 
low-, and extremely low-income families 

S. 2391 also would strengthen Fannie and 
Freddie’s Affordable Housing Goals. In 
particular, it would align their goals with 
current Community Reinvestment Act 
income targeting definitions, which I believe 
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should help the lower end of the 
conventional market become more liquid. 

Finally, this legislation would create a new 
statutory duty for Fannie Mae and Freddie 
Mac to serve “underserved markets” that 
lack adequate credit through conventional 
lending sources such as Manufactured 
Housing; Affordable Housing Preservation; 
Subprime Borrowers; Community 
Development Financial Institutions; and 
Rural Housing. I give teeth to this provision 
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by making compliance with this duty subject 
to Section 1336 enforcement provisions. 

I urge my colleagues to cosponsor this 
legislation and to help make it an integral 
part of any GSE reform that we move 
forward. 

Again, I thank the Chairman and look 
forward to hearing from the witnesses. 


u 
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PREPARED STATEMENT OF SENATOR CASEY 

Thank you, Mr. Chairman, and thank you for holding this hearing. 

As recent events have shown us, the housing market is at the core of the United States 
economy. Ensuring the continued stability of the housing market is one of the best ways to 
ensure continued economic growth and a higher quality of life for our citizens. Reforming 
our Government Sponsored Enterprises - Fannie Mae, Freddie Mac and the Federal Home 
Loan Banking system - will help to maintain their credibility, ensure the long-term strength 
of the housing market, and help stabilize our economy. 

Since the accounting scandals of 2003 and 2004, both Fannie and Freddie have come a 
long way. Under new management, they have updated their business practices, improved 
their internal accounting systems, and regained much of their reputation. 

During the current housing crisis, Fannie, Freddie, and the FHLBs have been a stabilizing 
force during a very troubling time in the mortgage markets. If another scandal were to 
happen again at any of the GSEs, it would undermine the hard won credibility that they have 
regained and shake already unstable housing markets. This is why we need to act quickly to 
create a strong, unified regulatory' structure that will to ensure that the GSEs bring stability to 
the mortgage market and continue expanding housing opportunities for all families. 

Both Freddie Mac and Fannie Mae were among the first to identify and respond to the 
subprime crisis. I’d like to thank them for the steps that they have taken already to modify 
loans and prevent foreclosures. 

In 2006, Freddie Mac helped 2,098 Pennsylvania families avoid foreclosure while Fannie 
Mae helped another 2,700. The GSEs help bring millions of dollars in capital into our cities 
and our states to help families purchase homes. I hope we can all work together to create a 
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unified, sensible regulatory structure that allows the GSEs to continue bringing the world’s 
capital into our local neighborhoods. 

At the same time, the GSEs must acknowledge the unique role they play in our financial 
market in which there is a crisis of confidence sweeping the country. A few years ago, 
numerous problems were uncovered with Freddie and Fannie and the FHLBs. I appreciate 
that all three have gone a long way toward correcting those deficiencies, but again, 
significant failures like those of 2003 shake consumer confidence and we have to be 
especially mindful in the current economic environment of how important public trust is to 
our financial institutions. I urge you to go back to your offices after this hearing, to be 
creative and innovative, and to keep coming up with ways to help this nation’s homeowners 
who are struggling to stay in their houses, keep their jobs, feed their children and send them 
to college. Whatever the GSEs can do to restore confidence and help these families sleep a 
little better at night, they must do. 

We need a unified, politically independent regulator for all of our housing GSEs. The 
current system is too fragmented between HUD, Office of Federal Housing Enterprise 
Oversight (OFHEO), and the Federal Housing Finance Board (FHFB). The new regulator 
should be free from the appropriations process and given broad authority over both mission 
and safety and soundness. A regulator with broad authority can ensure coherent regulation, 
better enforcement, and a more aggressive effort to expand affordable housing at all the 


GSEs. 
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Statement of Senator Evan Bayh 

Senate Committee on Banking, Housing, and Urban Affairs 
“Reforming the Regulation of the Government Sponsored Enterprises” 
February 7, 2008 


Clarifying Federal Home Loan Bank Securitization Authority 

Chairman Dodd, thank you for holding this important hearing on reforming the regulation of our 
housing government sponsored enterprises. 

These GSEs play a critical role in providing liquidity, and lowering the cost of financing, for 
housing in America. And during these past few months, we have been painfully reminded of 
how important these issues are to individual American families and our entire economy. 

I’d like to briefly mention the critical role the Federal Home Loan Banks - often referred to as 
the “third GSE” - have played in helping stabilize the home mortgage market during this recent 
crisis. I’m pleased to note that one of the Home Loan Banks is located in Indianapolis. 

For example, during the third quarter of 2007 - the most recently data available - the Federal 
Home Loan Banks provided approximately S825 billion in liquidity, known as “advances,” to 
their member financial institutions, a staggering increase of nearly 30% over the previous 
quarter. This growth in liquidity lending provided some relief to the financial markets during the 
sub-prime mortgage crisis. Importantly, these advances were provided mostly at rates 
considerably lower than would be otherwise available to the retail banking institutions. Were it 
not for this additional liquidity, the problems that continue to plague the home mortgage market 
would be even greater. 

In addition to providing advances to their members for the purpose of funding mortgages, many 
Federal Home Loan Banks also buy mortgages from member community banks through various 
mortgage purchase programs. These programs have been quite successful at providing liquidity 
at competitive rates for their members, and Home Loan Banks currently hold over $90 billion of 
conforming home mortgages on their balance sheets. 

To ensure that community banks can continue to rely on their Home Loan Banks to be a viable 
mortgage purchaser, the Banks must have the ability to mitigate risk by moving these mortgages 
off their books by securitizing and selling them. The Chairman of the Indianapolis Home Loan 
Bank testified last Congress before this Committee discussing the benefits of such a risk 
mitigation tool. 

I should note that the Treasury Department and members of this Committee have often focused 
on the need to have Freddie Mac and Fannie Mae mitigate risk by reducing the size of their 
mortgage portfolios - precisely the steps the Federal Home Loan Banks would like to take to 
ensure their own continued safety and soundness. 
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Any expansion of the role of Home Loan Banks in purchasing mortgages must not jeopardize the 
efficacy of their advance lending, which is a unique and important facility. The advance book 
has been a pillar of community bankers’ access to capital, and it should be preserved as such. 
Furthermore, a securitization initiative by any Bank should be accompanied by careful safety and 
soundness controls so as not to place undue risk on the Home Loan Bank System as a unit. 

I understand that existing law provides ample authority for the Federal Housing Finance Board - 
the current regulator of the Home Loan Banks - to authorize new funding techniques for the 
mortgage programs; however, the Board has sought guidance from Congress on this issue. 

I look forward to working with the Chairman and the other members of this Committee as we 
consider GSE reform legislation to ensure that it is clear that any Home Loan Bank regulator has 
the authority to allow Federal Home Loan Banks to securitize and sell mortgages. 
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U.S. Treasury Department Office of Public Affairs 

Embargoed Until 10 a.m. (EST), February 7, 2008 
CONTACT Jennifer Zuccarelli, (202) 622-8657 

Assistant Secret aky David G. Nason 
Testimony on Reforming GSE Regulation 
Before the Senate Committee on Banking, Housing and Urban Affairs 

Washington - Chairman Dodd, Ranking Member Shelby, and Members of the Committee, thank you 
for inviting me to appear before you today. I very much appreciate the opportunity to present the 
Treasury Department’s perspective on regulatory reform for our nation’s housing government sponsored 
enterprises (GSEs): Fannie Mae, Freddie Mac, and the Federal Home Loan Banks (FHLBanks). 

Overview of Housing and Mortgage Market Activity 

The U.S. economy is diverse and resilient, and our long-term fundamentals are healthy. Yet, economic 
growth has slowed and the risks are clearly to the downside given current conditions in the housing, 
credit, and energy markets. Issues related to housing and credit markets bring us directly to the topic of 
today’s hearing. 

This Committee is very well aware that the housing and mortgage markets are going through a transition 
period that is exerting stress on homeowners. The current housing downturn comes after eight years of 
exceptional housing price appreciation and the housing market is likely to remain weak well into this 
year and potentially beyond 2008. 

A vitally important aspect of working through the current transition in the housing market is ensuring 
that mortgage credit remains available for both home purchase and refinance transactions. On August 
3 1 , 2007, President Bush announced a series of efforts to help mitigate challenges in the housing market. 
Last week. Under Secretary Steel appeared before this Committee to outline our progress to date and to 
describe our ongoing efforts to help reduce the number of preventable foreclosures. We appreciate the 
work and cooperation of the Congress in this area and ask that the Congress pass Federal Housing 
Administration (FHA) modernization as soon as possible in order to increase opportunities for 
homeowners to refinance into more sustainable mortgage products. 

The Administration also recognizes that the GSEs have played an important role in making credit 
available to current and prospective homeowners. Since year-end 2006, Fannie Mae and Freddie Mac 
have increased their outstanding mortgage-backed securities (MBS) by over $600 billion. In addition, 
outstanding advances of the FHLBank System increased by $1 84 billion in the third quarter alone, 
providing additional liquidity and a source of funding to support the lending activities of insured 
depository institutions and other FHLBank members. 
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The Time for Regulatory Reform of the Housing GSEs is Now 

A key element of the housing GSEs* public purpose is to enhance liquidity in the mortgage market. If 
we expect the housing GSEs to perform that mission, we must demand that they have a regulatory 
structure that is appropriate for the importance of the mission and the risk that it entails. It is the 
Treasury Department’s view, and it appears to be generally recognized, that the housing GSEs’ 
regulators have neither the tools, nor the resources, to deal effectively with the current size, complexity, 
and overall importance of these enterprises. 

We acknowledge and commend the housing GSEs for adding some degree of stability to the current 
mortgage market. Of course, they have had their own problems in recent years and are not immune to 
problems that are currently plaguing the mortgage market. 

The well documented accounting and corporate governance problems that emerged first at Freddie Mac 
in 2003 then later at Fannie Mae in 2004 raised fundamental questions about the risk management 
practices at both companies. In response to these issues, the Office of Federal Housing Enterprise 
Oversight (OFHEO) has entered into supervisory consent agreements with the boards of directors at 
Fannie Mae and Freddie Mac. These supervisory agreements, which were consummated in December 
2003 for Freddie Mac and in September 2004 for Fannie Mae, require the enterprises among other 
things to improve their internal controls and risk-management operations. While Fannie Mae and 
Freddie Mac have made substantial progress in addressing these issues, as of December 27, 2007, 
OFHEO still had supervisory concerns about the internal control and operational weaknesses at both 
enterprises. 

In addition, the FHLBanks were not immune to similar risk management issues, as the regulatory 
actions associated with problems at the FHLBank of Chicago and the FHLBank of Seattle illustrated. 
The severity of the problems in the case of the FHLBank of Chicago is evident as discussions are 
underway regarding a potential merger with the FHLBank of Dallas. This would be the first merger 
within the FHLBank System since 1946, when the FHLBanks of Los Angeles and Portland were merged 
to create the FHLBank of San Francisco. 

More recently, much like other financial institutions involved in mortgage finance, Fannie Mae and 
Freddie Mac have experienced various levels of stress in the current mortgage environment. For 
example, in the third quarter of 2007, Fannie Mae and Freddie Mac reported losses of $1.5 billion and 
$2.1 billion, respectively. Furthermore, in the fourth quarter of 2007, Fannie Mae and Freddie Mac 
raised preferred equity capital in the amount of $7.9 and $6.5 billion, respectively. These recent 
increases in equity capital help to keep the enterprises above their regulatory capital minimums in what 
has been, and what many expect will continue to be, a difficult operating environment in the near-term 
for entities in the mortgage market. 

All of these factors point to a clear and urgent need for completing housing GSE regulatory reform, and 
we thank this Committee for taking this important step toward this goal. The Treasury Department’s 
core objectives for housing GSE regulatory reform are: (1) the need for a sound and resilient financial 
system, and (2) increased homeownership opportunities for less-advantaged Americans. It is paramount 
that the housing GSEs properly manage and supervise the risks they undertake and that a strong 
regulator oversee their operations. Otherwise their solvency could be threatened and this could have a 
negative impact on the stability of other financial institutions and the overall strength of our economy. 

Necessary Powers for Financial Regulation 

Throughout the debate on housing GSE regulatory reform, the Treasury Department's focus has been on 
ensuring that the new regulator has all of the powers, authority, and stature required to perform its 
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mandated function. In this regard, the new regulator's powers should be comparable in scope and force 
to those of our nation's other financial institution regulators. 

In terms of comparable powers, we must ensure that the new housing GSE regulatory agency is not 
encumbered by the current restrictions that are placed on OFHEO. Many of the following key elements 
of housing GSE regulatory reform have been debated in recent years: 

• Capital Requirements - Under current law, the minimum capital requirements for the housing 
GSEs are fixed in statute, and the risk-based capital requirement for Fannie Mae and Freddie 
Mac is based on a highly-prescribed stress test that is set forth in statute. These limitations are 
inconsistent with the ability of other financial regulators to set both minimum and risk-based 
capital requirements. The new housing GSE regulatory agency must have the authority to set 
both minimum and risk-based capital requirements. 

• Receivershio/Conservatorship — Under current law, OFHEO has the authority to place Fannie 
Mae or Freddie Mac into conservatorship but not into receivership. Should such circumstances 
arise, the new housing GSE regulatory agency must have more than the powers associated with 
conservatorship. In particular, the new regulatory agency must have all the receivership 
authority that is necessary to direct the liquidation of assets and otherwise direct an orderly wind 
down of an enterprise. The new regulatory agency must also be required to take mandatory 
receivership actions under certain circumstances. Such receivership authority can be established 
in full recognition that the Congress has retained to itself, in the case of Fannie Mae and Freddie 
Mac, the power to revoke a charter. Providing the new regulatory agency the ability to complete 
an orderly wind down of a troubled regulated entity also encourages greater market discipline by 
clarifying that investors may suffer losses. Enhanced market discipline is essential to promoting 
safe and sound operations, which is consistent with maintaining the GSEs’ role in our housing 
finance system and protecting our broader financial system from problems at a GSE. 

• New Activity Approval and Mission Oversight - Under current law, the Department of Housing 
and Urban Development (HUD) is responsible for approving new programs, setting housing 
goals, and overall mission oversight of Fannie Mae and Freddie Mac. The authority for 
approving new activities of Fannie Mae and Freddie Mac and ensuring compliance with their 
mission must be transferred from HUD and combined with the other supervisory/enforcement 
powers of the new housing GSE regulatory agency. This authority is consistent with availability 
of one of the central tools that every effective financial regulator has - the ability to say “no” to 
new activities that are inconsistent with the charter of the regulated institutions, with their 
prudential operation, or with the public interest. 

• Other Aspects of Enhanced Authority - Housing GSE reform legislation also should include 
additional measures in order to provide the new regulator with authorities comparable to other 
U.S. financial institution regulators. Such enhancements should ensure that the GSE regulatory 
agency has: (1) independent funding outside of the appropriations process; (2) independent 
litigating authority and other related powers; and (3) the full set of regulatory and enforcement 
tools. 

• Government-Appointed Directors - The Federal government should not be involved in the 
appointment of directors to the boards of Fannie Mae, Freddie Mac, and the FHLBanks. 
Consistent with long-standing principles of corporate governance, directors of the housing GSEs 
have a fiduciary responsibility to shareholders. The government appointment of directors does 
not change this fiduciary responsibility, but does give the impression that the government may 
have a say or influence in the operation of the housing GSEs. That is not the case, and this 
should be corrected to improve corporate governance and to clarify further that the housing 
GSEs are not backed by the Federal government. 
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• Combining the Regulatory Authority of the Housing GSEs - The FHLBanks are regulated by the 
Federal Housing Finance Board. The FHLBanks should be placed under the same regulator with 
Fannie Mae and Freddie Mac, and this new regulatory regime should be structured to take into 
account certain special differences between the FHLBanks and the other GSEs. This would 
enhance the critical mass of financial expertise needed to oversee the GSEs. At the same time 
there are many common synergies, such as the FHLBanks' investments in mortgages and MBS, 
and the mortgage investments of the other housing GSEs. In addition, combining regulatory 
authority over all of the housing GSEs under one regulator has the potential to increase the 
stature of the new agency and better enable it to deal with these large and influential companies. 

The housing GSE regulatory reform bill passed by the House of Representatives (H.R. 1427) addresses 
many of these aforementioned core reform issues in an adequate manner. However, additional elements 
of reform are necessary to address the GSEs’ particular characteristics. 

Additional Key Elements of Housing GSE Regulatory Reform 

In addition to addressing the fundamental shortcomings in the current GSE regulatory structure, it is just 
as important that the new regulator have the appropriate authority to consider the unique characteristics 
of the GSEs and their housing missions. The housing GSEs were created to accomplish a mission, and 
they were provided a certain set of statutory benefits to help in carrying out that mission. 

For example, in terms of specific benefits, the housing GSEs are not subject to state or local taxation and 
they have access to a line of credit with the Treasury Department. Fannie Mae and Freddie Mac each 
have a $2.25 billion line and the FHLBank System has $4 billion line, which pales in comparison to the 
size of their debt obligations -$770 billion each for Fannie Mae and Freddie Mac and $1.1 trillion for 
the FHLBank System as of September 30, 2007. 

The GSEs also benefit from the market’s misperception that the U.S. Government guarantees or stands 
behind GSE obligations. This misperception, unfortunately, results in preferential funding rates being 
provided to the GSEs. There are differing views on the precise amount of this benefit, but there is 
general agreement that the benefit exists. It is this benefit and a lack of effective market discipline that 
largely drove the rapid expansion of the retained mortgage portfolios of Fannie Mae and Freddie Mac 
throughout the 1990s. 

Fannie Mae and Freddie Mac operate in the secondary mortgage market by providing credit guarantees 
on mortgage-backed securities (MBS) or by directly investing in mortgages and mortgage-related 
securities through their retained mortgage portfolios. 

In the credit guarantee business, Fannie Mae and Freddie Mac generally enter into swap agreements 
with mortgage lenders under which individual mortgages are transformed into MBS guaranteed by the 
GSEs. Fannie Mae and Freddie Mac also have the ability to purchase mortgages and package them into 
MBS. 

In the mortgage investment business, Fannie Mae and Freddie Mac issue debt securities to fund an 
investment portfolio of mortgage-related securities. In comparison to the credit guarantee business 
where credit risk is the main exposure, the mortgage investment business involves both credit and 
interest rate risk. As has been evident during the recent problems in the mortgage market, liquidity in 
the conforming mortgage market has remained relatively stable. This has occurred primarily through 
the GSEs’ credit guarantee function and increased levels of mortgage securitization as the size of their 
retained mortgage portfolios essentially has remained unchanged since 2005. While credit risk has been 
increasing and should not be taken lightly, especially in the current mortgage market environment, the 
Treasury Department continues to believe that the mortgage investment businesses of Fannie Mae and 
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Freddie Mac present the greatest potential risks over the long-run. At the same time, the mortgage 
investment business has a much more tenuous connection to the GSEs’ housing mission. 

As the Treasury Department has noted previously, the combination of three key features of Fannie Mae's 
and Freddie Mac's retained mortgage portfolios warrant the attention of policymakers: (1) the size of the 
retained mortgage portfolios of Fannie Mae and Freddie Mac - $1.4 trillion as of year-end 2007; (2) the 
lack of effective market discipline; and (3) the interconnectivity between the GSEs’ mortgage 
investment activities and the other key players in our nation’s financial system, both insured depository 
institutions and derivative counterparties. The combination of these three factors causes the GSEs to 
present the potential for systemic risk to our financial system and the global economy. 

The idea that the GSEs have unique characteristics that could create tensions or potential problems is not 
an ideological or partisan view. Policymakers have been struggling with the inherent tension and the 
potential problems posed by the GSEs for decades. In fact, a Treasury Department official stated in 
testimony a few years ago, “[a]s the GSEs continue to grow and to play an increasingly central role in 
the capital markets, issues of potential systemic risk and market competition become more relevant.” 
That statement was not from a member of the Bush Administration Treasury Department, but rather 
from testimony delivered in March of 2000 by the then Under Secretary Gensler of the Clinton 
Administration Treasury Department. 

As we further consider authorities of the new GSE regulator, to address the long-run issues posed by 
their retained mortgage portfolios, the new housing GSE regulatory agency must be provided specific 
review authority over the retained mortgage portfolios of Fannie Mae and Freddie Mac. Such authority 
must establish a clear and transparent process based on guidance from the Congress on how the new 
regulatory agency will evaluate the retained mortgage portfolios in terms of risk and consistency with 
mission. While the broader risk issues related to the FHLBanks are less than those that are present with 
Fannie Mae and Freddie Mac, a review of the investment portfolios of the FHLBanks for mission 
consistency also would be appropriate. 

Conclusion 

In conclusion, we at the Treasury Department remain convinced that a new regulatory structure for the 
housing GSEs is essential if these entities are to continue to perform their public mission successfully. 
We look forward to continuing to work with you on this important issue. Thank you. 


- 30 - 
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Statement of 

The Honorable James B. Lockhart III, Director 
Office of Federal Housing Enterprise Oversight 
On 

“Reforming the Regulation of the Government Sponsored Enterprises” 
Before the Senate Banking, Housing and Urban Affairs Committee 
February 7, 2008 


Introduction 

Chairman Dodd, Ranking Minority Member Shelby, and Members of the Committee, 
thank you for the opportunity to testify on the critical need to reform and restructure the 
housing Government Sponsored Enterprises’ (GSE) regulatory regime. The views that I 
will be expressing today are OFHEO’s and do not necessarily represent those of the 
President or the Secretary of Housing and Urban Development. However, I can tell you 
the Secretaries of HUD and Treasury, President Bush and Fannie Mae and Freddie Mac 
support GSE reform. 


These are unprecedented times for the housing GSEs - Fannie Mae, Freddie Mac, and the 
twelve Federal Home Loan Banks (FHLBanks). Their business expanded rapidly in 2007 
with their market share rising to record levels in the fourth quarter of 2007. The GSEs 
have become the dominant funding mechanism for the entire mortgage system in these 
troubling times. They are fulfilling their missions of providing liquidity, stability, and 
affordability to the mortgage markets. In doing so, they have been reducing risks in the 
market, but concentrating mortgage risks on themselves. Fannie Mae and Freddie Mac 
support their missions by guaranteeing and issuing mortgage backed securities (MBS), 
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which represents approximately 70 percent of their business in 2007. Their other 
business activity is buying mortgages and MBS for their retained mortgage portfolios. 

The risks are beginning to take their toll. Public disclosures indicate that Freddie Mac 
will report annual losses for the first time in its history and Fannie Mae for the first time 
in 22 years. Their missions, as well as Congressional and many other pressures, are 
demanding that they do more and take on more risks in areas new to them - subprime and 
jumbo mortgages. As the safety and soundness regulator of Fannie Mae and Freddie 
Mac, I have to tell you that expansion of their activities would be imprudent unless the 
regulator has significantly more powers and more flexibility to use those powers. Given 
the tremendous stresses on the mortgage markets, the American people cannot afford to 
have Fannie Mae, Freddie Mac, or the 12 FHLBanks incapable of serving their mission. 

During 2007, the housing GSEs debt and guaranteed MBS outstanding grew $870 billion 
or 16 percent to $6.3 trillion. It is very hard for anyone to put trillions into perspective, 
but probably the easiest comparison is to the public debt of the United States, as you can 
see from the chart (1). The left-hand column is the public debt of the United States. It is 
$5. 1 trillion, of which about $700 billion is owned by the Federal Reserve, so there is 
only about $4.4 trillion in public hands. The total of Fannie Mae’s and Freddie Mac’s 
debt and guaranteed MBS, their credit owned by the public, is $5.1 trillion. If you add on 
top of that the rapidly growing FHLBanks’ debt of about $1.2 trillion, you get to that $6.3 
trillion of housing GSE debt and securities. 
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Market Conditions 

As has been widely reported, housing market conditions in many parts of the country are 
quite weak. Virtually all measures of the health of the market have deteriorated very 
sharply over the last two years, with particularly sharp declines over the latest few 
quarters. 

Home prices are falling in many parts of the country. OFHEO’s national purchase-only 
index fell 0.3 percent on a seasonally adjusted basis in the third quarter, but other indices 
show much larger drops. Of course, prices are declining at a much quicker pace in many 
areas such as California and Florida, which had the greatest price run-ups during the 
boom. Fannie Mae and Freddie Mac are using 4 to 5 percent house price decreases in 
their 2008 projections, but others are predicting more severe outcomes. 

These price declines are closely associated with increases in delinquencies and 
foreclosure rates. In virtually every state, property foreclosure rates have skyrocketed 
over the latest year, as have loan delinquency rates. For the third quarter, the Mortgage 
Bankers Association reported that the overall loan delinquency rate of 5.6 percent was at 
its highest point since 1986. 


Builder confidence and housing starts are at extremely low levels, as inventories of 
unsold properties have risen. The latest existing home sales data from the National 
Association of Realtors indicate that, at the current pace, there is approximately 9.6 
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months worth of supply on the market today, a level well above the six month benchmark 
for a so-called “balanced” market. With inventory overhang also quite high for new 
homes, the rate of housing starts has plummeted. In the fourth quarter, the seasonally- 
adjusted annual rate of housing starts was 44 percent below its rate from the same 
quarter, two years ago. 

The Enterprises’ Response 

What have the Enterprises been doing given these challenging market conditions? 

(Chart 2) They have been fulfilling their mission of providing stability and liquidity to 
the secondary conforming mortgage market. That has been very critical since early 
August. They have been securitizing almost a hundred billion dollars a month in 
mortgages as you can see in blue. The green, which is their mortgage portfolios, has not 
grown because of their internal control and other operational problems and the related 
OFHEO imposed limits with respect to capital and portfolios. Given the market 
conditions and their progress, OFHEO loosened the portfolio limits in September of 
2007. Despite that added flexibility, the Enterprises have not increased their portfolios. 
With accompanying capital they could increase their combined portfolios by over $100 
billion for the next 6 months without violating the new limits. 

As OFHEO directed, the Enterprises adopted the bank interagency guidances on non- 
traditional mortgages and subprime mortgages. The guidances were implemented in 
September last year. The guidances are not only for all mortgages that the Enterprises 
directly hold and guarantee, but also the underlying mortgages in private label securities 
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(PLS) that they acquire. At the same time we gave portfolio cap flexibility, they agreed 
to enhance their programs to support the refinancing of subprime into less risky 
mortgages. 


The Enterprises’ Conditions 

Status and Regulatory Action . When I arrived at OFHEO in May of 2006, we were in the 
process of finalizing a report on the past misadventures and misdeeds at Fannie Mae, 
which led to a consent agreement listing 81 areas for correction. One element of the 
agreement was to freeze the growth of their portfolios and another was a renewal of a 
requirement that they keep capital levels 30 percent higher than the minimum required by 
law because of their operational, accounting, systems, internal controls and risk 
management problems. Thus, the effective capital requirement is 3.25 percent of assets 
rather than the 2.5 percent required in OFHEO’s statute. Both are low compared to other 
financial institutions. 

Freddie Mac had earlier agreed to a consent agreement and the 30 percent extra capital 
requirement. In July of 2006, they voluntarily agTeed to restrict the growth of their 
portfolio as well. In retrospect, those agreements and, especially, the growth restrictions 
and the capital requirements, were extremely important in reducing the credit losses at 
Fannie Mae and Freddie Mac and preventing major disruptions of the conforming loan 
market system. 
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I am pleased to report that both Enterprises have made major progress on these 
operational remediation efforts, which required billions of dollars and many thousands of 
consultants, but significant issues remain. 

In OFHEO’s 2007 Annual Report to Congress, both Enterprises were rated as having 
“significant supervisory concerns.” They both published third quarter financials for the 
first time in over three years. The accomplishment was somewhat dampened by the $3.5 
billion of losses that they reported for the third quarter. They have both stated that they 
expect to produce timely financials at the end of this month for 2007 results. 
Unfortunately, they expect to report significant losses for the fourth quarter. 

Market Share . In 2006, Fannie Mae and Freddie Mac were losing market share to Wall 
Street private label MBS (PLS). There is a certain irony that one of the ways they 
prevented their market share from falling even farther was that they became the biggest 
buyers of the AAA tranches subprime and Alt-A of these PLS. The Enterprises’ earlier 
problems, OFHEO’s constraints, and the loose underwriting standards in the market 
made it hard for them to compete. Some observers even suggested that, due to shrinking 
of market share, their support of, and therefore their risk to, the mortgage market were no 
longer relevant. 

In the last half of 2007, the PLS world shrunk to minimal levels as a result of a long list 
of well reported problems (Chart 3). As a result, even with the OFHEO constraints, 
Fannie Mae and Freddie Mac mortgage purchases as a share of new originations grew to 
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unforeseen levels, rising from less than 38 percent in 2006 to over 60 percent in the third 
quarter of 2007. The just reported fourth quarter results of 75.6 percent are double 
2006’s market share. If you add in the net increase in outstanding FHLBank advances, 
especially in the third quarter, the combined market share of the housing GSEs may be 90 
percent. 

Credit Risk . Another related change over the period was the growth of credit risk. 
Operational risk and to a lesser extent market risk had been the key focuses of the 
Enterprises and they still are extremely important with the volatility of the markets and 
heavy reliance on models for market and credit risk pricing. I remember listing credit 
risk concerns in an early presentation I did to one of their Boards. Some members were 
mystified that I thought it was an issue given their track record. I am afraid that was a 
sign of the times. 

The Enterprises were then reporting credit losses of 1 to 2 basis points, a third of normal 
levels and now they are approaching double normal levels and climbing. Some of this 
growth in losses was because they lowered underwriting standards in late 2005, 2006, 
and the first half of 2007 by buying more non-traditional mortgages to retain market 
share and compete in the affordable market. They also have very large counterparty risks 
including seller/servicers, mortgage insurers, bond insurers and derivative issuers. 

Basis points sound small, but they become important when you are leveraged the way 
Fannie Mae and Freddie Mac are, as seen in Chart 4. This graph shows the gross 
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mortgage exposure of the Enterprises’ combined guaranteed MBS and mortgage 
portfolios relative to their capital, measured two ways. The statutory core capital is 
shareholder’s equity excluding Accumulated Other Comprehensive Income (AOCI), 
which is primarily marking their Available for Sale portfolios to market. As AOCI is a 
large negative number, core capital is significantly higher than shareholder’s equity, 
especially at Freddie Mac, which also has losses on some old closed hedges in AOCI. 
Their leverage increased in the first nine months of 2007, with Fannie Mae’s at 66 times 
core capital and Freddie Mac’s at 58 times core capital as of September 30 th . Fair value 
capital is calculated by marking all on- and off-balance assets and liabilities to market. 
Measured this way, each Enterprise’s leverage increased dramatically in the first nine 
months of 2007, exceeding 80 times their fair value of equity as of September 30 th . Or if 
you look at it the other way around, there is only 1 .2 percent of equity backing their 
mortgage exposure. 

For the first three quarters of 2007, they have each lost $8 to $9 billion in fair value of 
equity. Their combined fair value equity at the end of the third quarter was S58 billion 
compared to $5. 1 trillion in mortgage exposure. I should hasten to add in the fourth 
quarter they raised almost $14 billion in equity in the form of perpetual preferred stock 
and cut their dividends as well. That additional capital is critical as both CEOs recently 
said at a Wall Street conference, they are going to have very tough fourth quarters and 
2008s. 
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In short, deterioration in the housing and credit markets, along with substantial declines 
in interest rates that negatively affected the market value of their derivatives, will result 
in both Enterprises reporting net GAAP losses for the year. Very importantly, they did 
fulfill their critical mission of providing liquidity and stability to the conforming loan 
mortgage market. In doing so, however, the systemic risk of the secondary mortgage 
market has become more concentrated in the housing GSEs, especially Fannie Mae and 
Freddie Mac. 

Conforming Loan Limit Increase 

Now, I will turn to the temporary increase in the Conforming Loan Limit (CLL) as 
proposed in the Economic Stimulus package. OFHEO believes any increase in the CLL 
should be coupled with quick enactment of comprehensive GSE reform. The CLL 
provision in the stimulus package would increase the Enterprises risks by allowing them 
to enter the “jumbo” loan market. It would increase the maximum size loan those GSEs 
could purchase or guarantee from $417,000, to the lower of 125 percent of median area 
prices or $730,000, for mortgages originated between July 1, 2007 and December 31, 
2008. This change should help lower interest rates on some jumbo mortgages, but other 
potential implications deserve attention. 

Jumbo loans would present new risks to the already challenged GSEs. The prepayment 
and credit risks are different than those of conforming loans. The provision also pushes 
the GSEs to increase their geographic concentration in some of the riskiest real estate 
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markets. Roughly half of all jumbos are in California. Underwriting them successfully 
will require new models and systems to ensure safe and sound implementation. Capital 
also would present challenges even if all newly conforming mortgages are securitized. A 
$600,000 loan requires as much capital as three $200,000 loans. 

Tying the new limits to FHA limits will likely result in a large number of different loan 
limits across the country, requiring additional operational challenges. That could delay 
lender participation, especially for non-FHA lenders. Like the GSEs, they may have to 
reprogram and adjust their guidelines and agreements to account for a large number of 
different local loan limits.. All that being said, OFHEO promises to work closely with 
Fannie Mae and Freddie Mac to ensure that an increase is implemented quickly, and as 
safely and soundly as possible. 

Critical Need for GSE Reform 


The key question is whether Fannie Mae and Freddie Mac will be able to continue to 
support the conforming mortgage market in a safe and sound manner while assuming 
additional responsibilities in the subprime and jumbo markets. 

My answer as the safety and soundness regulator is yes, but only if Congress passes 
comprehensive GSE reform. 

Why is GSE reform so critical now? 
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• As never before the Enterprises and FHLBanks have become the backbone 
of the mortgage market in very troubling times. They were created for this 
kind of market. They need to provide liquidity to the mortgage market today 
and in the future. 

• We need to maintain confidence in the GSEs and their capital position, 
especially with the holders of their $6.3 trillion of securities, both foreign 
and domestic. 

• We need to start to rebuild confidence in the housing and mortgage markets. 
The conforming loan market continues to perform well, but Fannie Mae and 
Freddie Mac are now being asked to expand their missions by providing 
liquidity in the subprime world and temporarily in the jumbo market. We 
have encouraged the Enterprises to increase subprime rescue mortgages, but 
we must ensure that they have the capital, models and systems to take on the 
additional subprime and jumbo risks. 

• Their large losses, growing credit and market risks, model risks, sheer size 
and market share requires a stronger regulatory framework to reduce the 
potential for risks to the financial and mortgage markets. 

To achieve those goals we need a stronger, single and unified regulator for the housing 
GSEs. That regulator needs to have all the powers of the bank regulators and more given 
the Enterprises size, systemic importance, and GSE status. Capital is king in this market. 
The regulator also has to ensure that they stay focused on their mission of supporting the 
housing markets, especially affordable housing. 
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When normal financial institutions get into trouble, the rating agencies downgrade them 
and the cost of their debt goes up. Fear of such a negative sequence incents them to 
restrain their risks. However, even during the periods when the Enterprises could not put 
out financial statements for several years, they were rated AAA. In fact, their debt sells 
better than AAA paper. Without debt market discipline, there is limited offset to 
shareholders’ pressures to grow. When present, debt market discipline helps to ensure 
that growth is safe. We need a stronger regulator as a substitute for that lack of debt 
market discipline. 

Elements of GSE Reform 

Let me now speak briefly to components of comprehensive GSE reform. First, as in the 
House-passed bill, GSE reform should create a single, unified and independent GSE 
regulator. This combination would strengthen the GSE regulators, OFHEO and the 
Federal Housing Finance Board (FHFB). Comprehensive GSE reform would also 
transfer HUD’s mission and new product authority to the new regulator. Comptroller 
General David Walker testified before this Committee in April 2005: “...A single 
housing GSE regulator could be more independent, objective, efficient and effective than 
separate regulatory bodies and could be more prominent than either one. We believe that 
valuable synergies could be achieved and expertise in evaluating GSE risk management 
could be shared more easily within one agency.” 
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Unlike any other financial regulator, OFHEO is lacking mission and new product 
authority. That can lead to tensions as there is often a trade-off between mission and 
safety and soundness. Mission can push you too far to take too many risks and safety and 
soundness can pull you back. What needs to be done is that significant new products and 
programs must be evaluated on a balanced basis at one time through both mission and 
safety and soundness lenses, before they are launched. 

There is a strong consensus, including from the Enterprises, that the new regulator needs 
bank regulator-like powers. Bank regulators have receivership authority which can 
provide more market discipline and certainty in uncertain markets. We only have 
conservatorship authority. Another component is stronger independence and that means 
independent litigation and budget authority. We are very actively engaged in litigation in 
the federal courts related to Fannie Mae’s past problems and reliance on the Justice 
Department makes for a cumbersome process. 

We have this strange budget mixture where we are funded by Freddie Mac and Fannie 
Mae, but yet we are appropriated by Congress as if we were funded by taxpayers. In only 
two of our fifteen years has OFHEO known how much money we had to spend when the 
year started. Uncertain funding levels and the resulting under-staffing is not the way to 
run a regulator. 

Most critically, OFHEO needs the flexibility to adjust capital requirements. The statutory 
minimum capital requirements for on-balance sheet assets are too low at two and half 
percent. While I do not know if the thirty percent increase is the right level, I do know 
we need more flexibility to regulate minimum capital. I also know our risk-based capital 
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(RBC) requirement is just not working, as it has yet to capture the risks we are currently 
observing. The problem was that RBC parameters were specified in law and this does 
not really give OFHEO the flexibility bank regulators have, which is needed to create a 
modem economic capital framework. 

Finally, we need to ensure their focus on mission, not only mortgage market liquidity and 
stability, but also affordable housing. Only 30 percent of their mortgage assets in their 
combined retained portfolios represent funding for units that count toward HUD’s 
affordable housing goals beyond that provided by securitization. To continue to provide 
stability and liquidity, market, credit and operational risks of the retained mortgage 
portfolios must be understood and managed. Half of their portfolios are in their own 
MBS. As that represents 17 percent of all their outstanding MBS, it seems excessive for 
liquidity purposes. The rest of their portfolios are split between mostly AAA subprime 
and Alt-A PLS mortgage securities and whole mortgage loans. What the new regulator 
needs is the ability to produce a regulation that considers the missions and risks of the 
Enterprises. That would give it the tools to more effectively get the job done well to 
ensure the Enterprises’ long-term safety and soundness and mission achievement. 

Changes that Would Enhance GSE Reform Legislation 

I hope that 1 have conveyed to the Committee the market conditions and the status of the 
Enterprises that emphasize the urgency of acting upon GSE regulatory reform. It is our 
highest priority. OFHEO is fully committed to working with you to address any 
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questions you may have and to provide our insights on approaches that you set forth for 
consideration. 

Over the years, there have been many proposed GSE reform bills. I believe that the 
House-passed measure, H.R, 1427 is a good starting point. It is a strong, balanced and 
bi-partisan bill that addresses many of the key issues. I would add a few topics that 
would enhance a final GSE reform bill: 

• Requiring an immediate effective date for legislation. Key authorities are 
now needed by OFHEO to address current safety and soundness issues such 
as the potential increase in the CLL. Immediate enactment will add to 
confidence in the financial markets of continuity and certainty in regulatory 
oversight. 

• Clear guidance on portfolio limits along the lines of the House legislation 
but which adds consideration not only of risks to the Enterprises but to the 
housing markets and individuals as well. 

• Assuring the new agency has discretion with respect to the critical capital 
levels for Fannie Mae and Freddie Mac as it does for the FHLBanks, 

• Allowing the regulator to refine the definition of core capital with notice and 
comment rulemaking, in light of changing accounting standards. 
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• Providing receivership authority with regulator discretion to select the best 
method of managing the receivership. 


Conclusion 

Housing is a key component to the U.S. economy, and it currently is a very troubled 
component. We need quick actions that will also yield long term positive effects. The 
GSEs have been very helpful over the last six months providing stability and liquidity to 
the conforming market segment, but they are stretched. We need to shore them up going 
forward to help restore confidence in the mortgage market. Fannie Mae and Freddie Mac 
face growing pressures to expand their mission and risk levels, especially into the jumbo 
market. We need to create a much stronger, unified regulator to support the U.S. housing 
finance system. I look forward to working with you Chairman Dodd, Senator Shelby and 
all members of this Committee towards achieving a stronger housing finance system with 
an empowered, unified regulator. GSE reform is critically needed now. 

Thank you. 
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Prepared Testimony of Ronald A. Rosenfeld 
Chairman, Federal Housing Finance Board 
Before the Committee on Banking, Housing and Urban Affairs 
February 7, 2008 


Thank you, Chairman Dodd, Ranking Member Shelby, and distinguished 
members of the committee. I appreciate the opportunity to present a statement to 
you about the importance of reform of the government sponsored enterprises. The 
views that I will be expressing today are mine and do not necessarily represent the 
views of my colleagues on the board. 

It has been more than two years since I appeared before this committee, and 
a great deal has happened during that time. So, before I offer comments on 
government-sponsored enterprise (GSE) reform, I would like to provide you, the 
members of this committee, with a brief update on the financial performance and 
condition of the Federal Home Loan Banks (FHLBanks) and highlight the actions 
the Federal Housing Finance Board (Finance Board) has taken to enhance the 
safety and soundness of the System. I am confident that these steps benefit the 
public who are served by the housing finance and community development 
activities of the FHLBanks, as well as the FHLBanks and their 
shareholder/member institutions. 


Background 

The Finance Board’s primary duty is to ensure that the 12 FHLBanks and 
their joint office, the Office of Finance, operate in a financially safe and sound 
manner. In addition, the Finance Board ensures that the FHLBanks carry out their 
housing finance and community lending mission, remain adequately capitalized, 
and remain able to raise funds in the capital markets. The Federal Home Loan 
Bank Act requires the Finance Board to examine each FHLBank at least annually. 
As an independent non-appropriated agency, the Finance Board sets its own budget 
consistent with fulfilling its duties and responsibilities. The Finance Board 
assesses the FHLBanks for the costs of its operations. 

The 12 FHLBanks and the Office of Finance serve the public by promoting 
the availability of housing finance through more than 8, 079 member institutions. 
The FHLBanks principally provide a readily available, low-cost source of secured 
funding for their members and, to a lesser extent, a secondary market facility for 
home mortgages originated or acquired by their members. The FHLBanks are 


1 



Ill 


cooperatives; members own the stock of each FHLBank, and the members receive 
dividends on their investment. Insured banks, thrifts, credit unions, and insurance 
companies that are engaged in housing finance can apply for membership. 
Members purchase capital stock from the FHLBank as a condition of membership 
and also to capitalize any loans, called advances, they obtain from the FHLBank. 
Only a member institution can acquire an FHLBank’ s capital stock, and each 
FHLBanks is separately capitalized by its members. 

The FHLBanks play a unique role in housing finance. They make advances, 
which are collateralized loans, to their members and eligible housing associates 
(principally state housing finance agencies). The advances are secured by 
mortgages and other eligible collateral pledged by members, their affiliates, and 
housing associates. Advances generally support mortgage originations, provide 
term funding for portfolio lending, and may be used to provide funds to any 
member “community financial institution” (an FDIC-insured institution with assets 
of $625 million or less) for loans to small business, small farms, and small 
agribusiness. This flexibility allows these advances to support diverse housing 
markets, including those focused on low- and moderate-income households. 

FHLBank advances can provide funding to smaller lenders that otherwise 
have limited access to funding sources. Smaller community lenders often lack 
access to funding alternatives available to larger financial entities, including 
repurchase agreements, commercial paper, and large deposits. FHLBank advances 
offer these lenders access to competitively-priced wholesale funding. 

FHLBank advances also offer larger member institutions a stable, 
competitively-priced source of funding. The FHLBanks have provided much 
needed liquidity and stability to financial markets over the past six months. 
Between June 30, 2007 and January 16, 2008, FHLBank advances increased from 
$641 billion to $877 billion. Much of the increase went to larger member 
institutions that found their access to alternative funding diminished by the turmoil 
in housing and financial markets. While the FHLBanks provide an unparalleled 
source of non-deposit funds for medium- and small-size members, the recent crisis 
has shown the invaluable help the FHLBanks can provide in supplying liquidity to 
larger members. Had the FHLBanks not been ready to provide credit to some very 
large members, the current liquidity squeeze in housing and financial markets 
would likely have been worse. 

In 1989, Congress expanded the FHLBanks’ public policy mission by 
establishing the Affordable Housing Program (AHP) and the Community 
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Investment Program (CIP). The FHLBanks provide funding to support affordable 
housing and community and economic development activities of their members 
through the AHP and CIP. The Finance Board examines and evaluates the 
FHLBanks’ programs using specialist examiners. 

Finance Board Operations 

The Finance Board’s fiscal year 2008 budget is $38.7 million, which 
represents an increase of $2.9 million compared with the agency’s FY2007 budget 
of $35.8 million. Approximately 90 percent of this increase will expand the 
resources allocated to the examination and supervision of the 12 FHLBanks. Of 
the overall budget, $30.8 million, or about 80 percent, is allocated to the agency’s 
safety and soundness supervisory program, and $7.9 million is allocated to the 
agency’s supervision of the FHLBanks’ affordable housing and community 
investment programs. This year’s budget allows the agency’s Office of Supervision 
to conduct annual examinations, monitor the FHLBanks’ progress in addressing 
supervisory findings, evaluate FHLBank applications and requests, and prepare 
supervisory guidance and regulations. In addition, much of the work of the 
Finance Board’s other offices, such as the Office of General Counsel and the 
Office of Management, supports, either directly or indirectly, the activities of the 
Office of Supervision through legal analysis; regulatory interpretations; and 
information technology, administrative, and organizational support. The Finance 
Board is a careful steward of the funds we assess the FHLBanks. As the data 
show, our expenditures are for activities that support the Finance Board’s primary 
statutory duty - ensuring the safety and soundness of the FHLBanks. 

Two overarching principles guide the supervisory activities of the Finance 
Board - one is the regulatory independence of the agency and the other is the 
Finance Board’s expectation that the FHLBanks operate consistent with high 
standards of governance and risk management. By regulatory independence I 
mean that the Finance Board is an arms-length regulator. While we have interests 
in common with the System - the desire for strong earnings, strong capital, 
fulfillment of mission, and others - our responsibilities are nonetheless those of a 
safety and soundness and mission regulator. The Finance Board strives for 
excellence, fairness, and consistency in carrying out its responsibilities. 

With regard to the second principle, we expect the directors and 
management of the FHLBanks to adhere to the highest standards of ethics, 
corporate governance, accounting, and risk management. As GSEs, the FHLBanks 
enjoy a special privilege in the capital markets. Consistent with that privilege, we 
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also expect the FHLBanks, as government-sponsored enterprises, to maintain low 
risk profiles and to prudently manage the credit, market, and operational risks to 
which they are exposed. Hie FHLBank System’s consolidated obligations, for 
which the FHLBanks are jointly and severally liable, further underscores the need 
for each individual FHLBank to operate prudently and with high standards. 

Let me next share with you some observations. They are observations 
drawn from my tenure as chairman of the Finance Board and they underpin the 
regulatory and supervisory operations of the Finance Board. The environment in 
which the FHLBanks operate has changed significantly in the past five years. 
There has been further consolidation in the financial services industry, increased 
use of derivatives to hedge mortgage activity, and changes in accounting, including 
adoption of new standards for accounting for derivatives. Those changes brought 
about increased risks and challenges to the business of the FHLBanks and 
contributed to increased earnings volatility. 

In some instances, the FHLBanks did not respond quickly enough to keep 
pace with the changing environment. Some of the FHLBanks did not embrace and 
implement governance and risk management tools appropriate for the size and 
sophistication of their evolving business. A combination of inadequate skills, poor 
judgment, and control deficiencies contributed to problems at those FHLBanks. 
The problems at the Chicago and Seattle FHLBanks were such that the Finance 
Board initiated formal enforcement actions against them in 2004; the rapid growth 
in their mortgage programs combined with risk management shortcomings 
contributed to an increased risk profile and declining and more volatile earnings. 

At the same time, the Finance Board has addressed shortcomings in staffing 
and examination resources that had existed for some time. For example, in 2002, 
the agency’s Office of Supervision had just 13 staff members, including nine bank 
examiners and a mortgage specialist. That staff carried out both safety and 
soundness and AHP examinations. Risk modeling was rudimentary, costly, and 
time intensive. Today, we have 100 people in our Office of Supervision, including 
42 examiners and mortgage specialists, of which 34 are responsible for safety and 
soundness examinations and eight are responsible for AHP and CIP examinations. 
In addition to the examiners and mortgage specialists, other Office of Supervision 
personnel participate directly in examinations. Financial analysts review the 
FHLBanks’ earnings and condition data and prepare an assessment for each 
examination of the FHLBank’s financial condition and performance. Financial 
economists monitor and evaluate each of the FHLBank’s risk modeling processes 
and meet with the FHLBanks’ quantitative risk modeling staff during 
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examinations. Accountants review the financial statements of the individual 
FHLBanks and, most critically, are responsible for reviewing the FHLBank 
System’s Combined Financial Reports prepared by the FHLBanks’ joint office, the 
Office of Finance. Our technology has been upgraded, our data collection is more 
comprehensive, and our supervisory data bases have been integrated. Our off-site 
risk monitoring and modeling capabilities have been enhanced so that we are now 
better able to model and monitor the FHLBanks’ risks, particularly the interest-rate 
risk in mortgage portfolios. 

The FHLBanks and the Finance Board have undergone significant changes 
and faced serious challenges in the last few years. We have each learned some 
important lessons and acted on those lessons. The FHLBanks learned lessons in 
governance, record keeping and financial disclosure, and internal controls. Risk 
modeling has improved at the FHLBanks as has the comprehensiveness of their 
risk management. The Finance Board learned the benefits and need for early and 
resolute action when problems emerge. The Finance Board has also enhanced its 
supervisory program through new or revised regulations, supervisory guidance, a 
new examination rating system, and updated examiner guidance and procedures. 

Condition and Performance of the Banks 

At December 31, 2007, the combined assets of the 12 FHLBanks were 
$1,278 trillion, up from $1,021 trillion at the end of 2006. The majority of this 
increase in assets reflects advances that were extended to member institutions, 
particularly larger member institutions, after the onset of the crisis in the subprime 
mortgage market. The FHLBanks have provided substantial liquidity to domestic 
capital markets. 

Advances are the largest asset class constituting 68 percent of combined 
FHLBank assets. Advances of $875 billion are 36.6 percent higher now than at the 
end of 2006. The distribution of advances among members reflects, in part, the 
concentration of assets in the financial services industry. The top 10 holders of 
advances account for 37.6 percent of the System total of advances, up from 35.6 
percent at the end of 2006. Further, reflecting the increased importance of large 
member borrowing, the top 10 borrowers account for 43 percent of the net increase 
in advances in 2007. I expect Finance Board examiners to closely monitor 
advance concentrations at the FHLBanks to ensure that the FHLBanks do not 
become too reliant on any single customer or a relatively few large customers. 
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Members must capitalize their advances borrowings by buying FHLBank 
capital stock when taking out an advance. Capital purchase requirements vary by 
FHLBank, but normally the requirements range from 4 to 6 percent of the advance. 
Members also must collateralize their advances. Most common forms of collateral 
are residential mortgages and securities (including Treasury securities, agency 
securities, and mortgage-backed securities). The amount of an advance is 
discounted relative to the collateral. The “haircut” is generally less for securities 
than for mortgages and less for mortgages than for less liquid types of collateral. 
Haircuts typically range from as little as 3 percent of market value (e.g., Treasury 
securities) to approximately 20 percent or more of market value (e.g., unpaid 
principal balance of a mortgage) to 50 percent or more for less liquid types of 
collateral (e.g., second mortgages or home equity lines of credit). Each FHLBank 
has the right to demand additional collateral from a borrower or to refuse to make 
an advance to a member that fails to satisfy the FHLBank’ s underwriting criteria. 
We review FHLBank collateral policies, practices, controls, and audit reports 
during our annual examinations. FHLBanks must also have “responsible lending” 
policies concerning subprime and non-traditional loans as collateral and to avoid 
acceptance of “predatory loans” as collateral. 

Mortgage loans purchased from members have declined over the past three 
years and continue to fall. After reaching a peak of almost $116 billion in June 
2004, mortgage loans have been trending downward. This downtrend reflects 
general mortgage market conditions that are unfavorable toward the acquisition 
and holding of fixed-rate conforming mortgages as well as strategic decisions by 
several FHLBanks to de-emphasize the holding of mortgage loans. Mortgages held 
by the FHLBanks are $91.6 billion or 7.2 percent of assets, down from $98 billion 
or 9.6 percent of assets at the end of 2006. 

The FHLBanks hold investment portfolios totaling $302 billion or 23.7 
percent of assets. At December 31, 2008, these investment portfolios were 
primarily mortgage-backed securities ($143 billion), prime short-term money- 
market instruments ($143 billion), and federal agency securities ($13 billion). 

In terms of MBS, the FHLBanks own approximately $88 billion of private- 
label MBS; the remainder is agency MBS. At the time of purchase, all these 
securities were rated triple-A. The Finance Board is closely monitoring 
developments in the residential MBS market. As of the end of January, the 
FHLBanks own one security that has been downgraded from triple-A to double-A. 
That security is under “negative watch” and 58 triple- A-rated securities are under 
“negative watch.” 
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The FHLBanks principally fund their operations by issuing consolidated 
debt obligations for which each FHLBank is jointly and severally liable. The 
consolidated debt obligations are issued by the Office of Finance. Outstanding 
consolidated obligations are $1,190 trillion. 

The total capital of the FHLBanks is $53.6 billion or 4.19 percent of assets. 
Total capital comprises all stock issued by the FHLBanks plus retained earnings. 
Of that total, retained earnings are $3.7 billion or 0.26 percent of assets. 

In 2007 the FHLBanks’ net income was $2.8 billion compared with $2.6 
billion in 2006. The return on assets was 0.26 percent, which is the same as 2005 
and 2006. As cooperatives, the FHLBanks can return the benefits of membership 
to members either through dividends or the pricing of advances. The return on 
equity that has been less than 6 percent annually for the past five years indicates 
that a significant portion of the benefits of membership come through favorable 
pricing. 


Regulatory Action 

The Chicago Bank continues to operate pursuant to a consent order to cease 
and desist. The Bank took actions and engaged in business activities that were 
imprudent. It had a high level of excess stock and was intent on growing its 
mortgage portfolio. The mortgage portfolio increased to 60 percent of assets and 
was supported by a commensurate amount of member excess stock. Thus, it was 
supporting long-term assets with stock that had a six-month call by the members. 
Safety and soundness issues related to its high level of excess stock intensified, and 
the Finance Board had to act. On October 10, 2007, the Bank accepted the terms 
of a consent order to cease and desist. 

The order imposes restrictions on the Bank’s repurchases and redemptions 
of its capital stock and its payment of dividends until supervisory concerns have 
been satisfactorily addressed. The action was necessary to improve the condition 
and practices of the Bank, stabilize its capital, and provide the Bank an opportunity 
to address the principal supervisory concerns identified. As reported in the press, 
the FHLBanks of Dallas and Chicago are discussing a potential merger. Any such 
merger would need Finance Board approval. 
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Reform of the GSEs 

The Congress and the administration have discussed and debated reform of 
the GSEs for years, I believe it is now time to act. Together the FHLBanks, 
Fannie Mae, and Freddie Mac play a vital role in helping to finance 
homeownership for millions of Americans and stabilizing and strengthening 
housing and financial markets and the economy at large. Given the size and 
significance of these institutions, which together have more than $3 trillion in 
assets, it is imperative that they be supervised and regulated by a single federal 
regulator and that the regulator have all of the tools necessary to provide effective 
and thorough oversight. 

The federal banking agencies have a full arsenal of supervisory and 
enforcement tools at their disposal, which allows them to take early and resolute 
action, if necessary. Those tools include examination, capital, and enforcement 
authority over the institutions they regulate. A new GSE regulator should, at a 
minimum, have the same tools possessed by the federal banking agencies. 

In particular, a new GSE regulator should have the ability to fund itself 
through assessment of the GSEs and be outside of the appropriations process; it 
should have the ability to place a GSE into receivership or conservatorship, it 
should have the authority to approve new and existing business activities; and it 
should have the power to set minimum capital levels. The Finance Board already 
has the authority to assess the FHLBanks to fund its operations. Among the federal 
financial institution supervisory agencies, only OFHEO relies on appropriated 
funds. In addition, the Finance Board has the authority, and exercises it, to require 
an individual FHLBank to have and maintain additional capital, to approve new 
business activities, and to regulate the composition of the FHLBanks’ asset 
portfolios. 
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A single unified GSE regulator would provide for a more efficient and 
effective regulatory body. It would be more efficient in its ability to share 
examination and supervisory information among examiners and other agency staff. 
The agency’s risk modeling would be enhanced by greater interaction and 
consultation among the quantitative risk professionals already in place at OFHEO 
and the Finance Board. Examination and risk management expertise and resources 
could be shared, as appropriate, particularly in dealing with complex or significant 
supervisory matters at one of the enterprises or the FHLBanks. Finally, all GSEs 
should have to meet the same high governance and disclosure standards. At 
present, all 12 FHLBanks are registered with the Securities and Exchange 
Commission (SEC) and are subject to its oversight of their financial statements and 
disclosures. 

While I believe consultation and interaction are critical attributes of a single 
federal regulator for the housing-related GSEs, the differences between the 
FHLBanks and the enterprises must also be recognized and accommodated through 
any legislation that would reform GSE supervision. The FHLBanks are member- 
owned cooperatives. Their corporate structure and their business operations are far 
different from that of shareholder-owned Fannie Mae and Freddie Mac. These 
differences exhibit themselves in different capital structures, different board 
structures, and different orientations towards returns to stockholders and pricing of 
products to their customers. Also, the essence of the FHLBanks’ business is 
secured lending where most of the collateral is mortgage loans; the FHLBanks do 
not securitize mortgages and direct mortgage holdings are only 7.2 percent of total 
assets. 


Conclusion 

The recent stress in the housing market has taught us that GSEs are vital to 
supporting the nation’s housing needs. In particular, FHLBank advances have 
provided critical liquidity to members whose alternative sources of funding had 
dried up. A single regulator would assure homebuyers and market participants 
that the overseer of the housing GSEs speaks with a single voice, acts with a 
consistent purpose and is clear, consistent and vigilant. While the housing GSEs 
can and do operate in a variety of different ways to fulfill their housing finance 
mission, they have a common heritage, they share many of the same customers, 
they raise funds from the same sources and the recent environment has shown us 
that whether they securitize mortgages, own mortgages or take them as collateral, 
they have common concerns. Simply put, reform of the GSEs makes sense. It will 
help to promote a healthy and vibrant housing market. 
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Chairman Dodd, Ranking Member Shelby and members of the Committee: 

I greatly appreciate the opportunity to appear before the Committee today to discuss key aspects 
of proposed legislation on regulatory reform of the oversight of Freddie Mac and Fannie Mae 
(GSEs), and the Federal Home Loan Banks. 

The last time I testified before this Committee was in 2005. Things were very different then. In 
2005, single-family housing starts set a record; at the end of 2007, they had fallen 50 percent 
from their peak. House prices adjusted for inflation were growing at the fastest pace recorded in 
the past century. Today nearly every measure shows significant declines in both real and 
nominal values. Back then, the spread between jumbo and fixed-rate, conforming mortgages 
was 20 basis points. Today that spread is in the neighborhood of 1 00 basis points, a record high. 
Back then, the global capital markets were flush with liquidity and investment banks were 
reporting large profits. Now, a number of lenders have gone out of business, others have had 
serious problems, and we are in a global credit contraction. Since 2005, foreclosures have 
doubled - a tragedy not only for the families involved but also for the communities in which they 
live. 

This dramatic shift in housing’s fortunes has major implications for the broader economy. 

Instead of a strong housing market moving in tandem with a robust overall economy, as was the 
case in 2005, many fear that the downturn in housing may drag the broader economy into 
recession. That is something no one wants to see. Hence, it is a delicate moment for 
policymakers and market participants alike. 

It is against the backdrop of a market in turmoil that we again consider the issue of GSE 
regulatory reform. As I have testified in the past, my views have been profoundly shaped by my 
25 years spent regulating financial institutions. Perhaps the most salient thing I learned was the 
critical need for maintaining safety and soundness while, at the same time, assuring adequate 
credit flows, particularly in times of economic distress. Although we are in uncharted waters in 
terms of the forces driving today’s housing finance crisis, these lessons from the past still hold 
true. 

History as Guide 

In the early 1 990s a credit crunch in New England turned into a severe regional slump that lasted 
for more than half a decade. 1 I observed this crisis first-hand during my tenure as President of 


1 History of the Eighties, Lessons for the Future: An Examination of the Banking Crisis of the 1980s and Early 
19905, vol.l, pari 2, Sectors and Regional Crisis, Ch. 10, Banking Problems in the Northeast, Federal Deposit 
Insurance Corporation, 1 997. 



120 


Testimony of Richaid F. Syron 
Chairman and CEO, Freddie Mac 
Committee on Banking, Housing, and Urban affairs 
United States Senate 
February 7, 2008 


the Federal Reserve Bank of Boston. As I testified in 1991 before the Subcommittee on 
Domestic Monetary Policy for the Committee on Banking, Finance and Urban Affairs (attached), 
while many banks were adequately capitalized on a risk-adjusted basis, procyclically-required 
increases in capital exacerbated the downturn. 2 Ultimately, this led to a “capital crunch” that 
further curtailed credit availability for all types of real estate lending save one: conforming 
residential loans. 

The conforming mortgage market was protected from the downturn because Freddie Mac and 
Fannie Mae were doing the job that Congress had assigned them: restoring stability by 
providing liquidity and responding appropriately to capital markets’ trauma, thereby mitigating 
economic shocks and supporting a recovery. 

I did not always have such a sanguine view of Freddie Mac and Fannie Mae. As an economist, I 
viewed GSE intervention in the housing market as inefficient. One or two credit crises have a 
way of changing one’s thinking, however. In times of financial stress, markets can go to 
extremes, and the resulting disappearance of liquidity can impose severe costs throughout the 
economy. The GSEs, it must be acknowledged, do lend support to one of the most vital 
segments of our economy. Moreover, homeownership has been and will continue to be central 
to the American dream of homeownership, and strong, vibrant GSEs are a key to making that 
dream a reality. 

Today, the conforming market supported by Freddie Mac and Fannie Mae is the only well- 
functioning segment of the mortgage market. To be sure, we’re experiencing greater losses as 
house prices decline, but that is not surprising since this is the market we were created to 
support. That said, long-term fixed-rate conforming mortgages are still widely available and 
rates are low. Since the market downturn in August, the two GSEs have supplied $466 billion in 
prime market liquidity, saving conforming market borrowers almost a full percentage point on 
their mortgages. 

In addition to providing needed liquidity, Freddie Mac has taken a leadership role in addressing 
some of the excesses of subprime lending. Last winter, we were the first to announce that we 
would restrict our subprime investments in securities backed by short-term adjustable-rate 
mortgages (ARMs) to those that have been underwritten to a fully-indexed, fully-amortizing 
level. We also restricted the use of stated income in lieu of more traditional documentation 
standards and encouraged subprime lenders to escrow borrower funds for taxes and insurance. 

Senator Dodd provided early leadership on this issue when he convened the Homeownership 
Preservation Summit, in which we were pleased to participate. Freddie Mac made a commitment 
at that time to buy $20 billion in consumer-friendly mortgages that provide better choices for 
subprime borrowers. Since May 1 , 2007, we have bought about $42.5 billion of prime 


2 Richard F. Syron, “Are We Experiencing A Credit Cnjnch?" New England Economic Rex'iew, July/August 1991, 
pp. 3-10. 
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mortgages that financed borrowers whose credit profiles might have otherwise relegated them to 
the subprime market. Finally, we have consistently been at the forefront of efforts to help 
borrowers avoid foreclosure. Freddie Mac and its servicers helped nearly 47,000 borrowers 
avoid foreclosure and keep their homes in 2007. 

These efforts follow a long leadership tradition. Since 2000, Freddie Mac has taken unilateral, 
voluntary leadership positions to combat predatory lending. These include our bans on single- 
premium credit life insurance, prepayment penalties greater than three years on subprime loans, 
and mortgages with mandatory arbitration contracts, and our insistence on regular credit 
reporting. 

I applaud Senator Dodd and the members of this Committee for the careful attention they are 
giving to the mortgage market crisis. Last week, the Committee heard a variety of ideas about 
how to cut the number of subprime foreclosures, moderate the decline of house prices, and try to 
stabilize neighborhoods. The fact that we need to consider these ideas demonstrates the gravity 
of the present situation. 

Finding the Right Balance 

As with the New England credit crunch, finding the right balance between capital and liquidity 
goes to the heart of today’s GSE debate. This debate is about how much capital is needed to 
ensure the continued safety and soundness of the GSEs versus how much should be deployed to 
protect homeownership gains, stabilize neighborhoods and support our nation’s housing industry, 
a key sector of the economy. 

It is not an easy balance to strike, and there are legitimate differences of opinion. GSE oversight 
must satisfy two potentially opposing objectives, safety and soundness and mission, and difficult 
tradeoffs sometimes must be made. For example, some want the GSEs to hold more capital - 
along the lines of the capital ratios that banks are required to meet. At the same time, others 
want the GSEs to deploy their capital more freely in order to extend the availability of mortgage 
credit to higher risk borrowers and product segments. But there is another consideration as well: 
the people that provide the capital in the first place justifiably expect to receive a reasonable 
return on their investment. Otherwise, the GSEs would lose access to the capital markets and 
taxpayers would lose an important first line of defense. 

As to the question of whether Freddie Mac supports regulatory reform, the answer is “Yes.” We 
have long said that regulatory reform is needed to ensure continued public - and investor - 
confidence in the GSEs. We just need to ensure that reform strengthens the GSEs and their 
ability to meet their important housing mission - while keeping investors in the game. 

Capital 

Without a doubt, appropriate capital is critical to the long-term safety and soundness of any 
financial institution - the GSEs included. Appropriately capitalized institutions are also critical 
to the viability of markets, as we are seeing today. 
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The subprime mortgage crisis has set into motion a destructive cycle in which falling house 
prices exacerbate credit problems and generate losses for lenders and investors. These losses, in 
turn, erode the capital at financial institutions. In response, lenders and investors have been 
forced to shrink their balance sheets and pare back lending, further restricting market liquidity 
and credit availability. These tighter credit conditions complete the circle, as weakening demand 
feeds through into lower house prices. 

One repercussion of this dangerous spiral has been that many large commercial and investment 
banks have sought capital infusions to bolster their balance sheets. Freddie Mac has added 
substantially to our capital position as well. As it stands now, the GSEs are one of the few 
sources of patient capital to invest in the mortgage market, which is exactly what is needed to see 
us through this crisis. 

In light of these very real challenges, it is imperative that the GSE regulatory framework set the 
level of capital consistent with the inherent risks of the assets while considering the important 
mission the GSEs must play, particularly in turbulent times. Freddie Mac currently manages to a 
30 percent capital surplus above our minimum requirements. This surplus was established by 
our regulator four years ago to address heightened operational risk, and 1 believe it was the right 
thing to do at the time. Since mortgage credit was abundant (some might say too abundant), the 
market was not overly affected by the higher levels of GSE capital. 

Ffowever, permanently higher capital without regard to risk could have a significant market 
impact, particularly in times of economic strain. This could occur, for example, if the GSEs 
were required to hold the same level of capital as banks - even though GSE losses are 
significantly lower. As shown in the chart below, for the first three quarters of 2007, Freddie 
Mac charge-offs rose to 2 basis points. In contrast, bank residential mortgage charge-offs rose to 
19 basis points, and total bank charge-offs rose to 53 basis points. Not only are bank losses 
higher, but they have risen more over the past year relative to Freddie Mac’s. Given the state of 
the mortgage market, our losses will rise but will likely continue to remain a fraction of banks’ 
losses on residential mortgages. 
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Requiring the GSEs to have the same leverage ratio as banks would make the GSE business 
model unviable without enormous price increases, which would be problematic on a number of 
fronts. If required capital levels are raised too high, the return to shareholders could be so 
diluted that we would not be able to attract the capital needed to provide liquidity to the market. 

Risk-based standards should be designed to ensure sufficient capital to support the risks that arise 
from our business. We would also support a framework that provides the GSE regulator 
discretion to raise minimum capital standards temporarily based on a finding of increased risk, 
where the levels return to the earlier level once the circumstances giving rise to the increase have 
subsided. 

These clarifications are needed to ensure that the GSEs remain safe and sound and that we can 
fulfill the critical market-stabilizing role we were created to play. Finding the right balance on 
capital is so important to the economic viability of the enterprises, as well as to their ability to 
meet our mission, that some guidance should be written into the statute to ensure that Congress’ 
intent is clear. 

Mission 

Under our charters, the GSEs have a three-fold mission to maintain the liquidity, stability and 
affordability of the conventional conforming market. That last component is very important to 
us. Despite the present challenges in mortgage markets, families’ needs for affordable housing 
are not going away. 
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The housing market has just concluded a long period of strong house price growth, which 
facilitated the extension of mortgage credit to borrowers with weaker credit profiles and limited 
capacity to repay the loans. In retrospect, there was an unrealistic expectation that unending 
house price appreciation would compensate for these risks. The entire country is now paying 
dearly for this shortsightedness - not the least of whom are the families who are at risk of losing 
their homes and the communities devastated by foreclosures and falling property values. 

For this reason, we are very concerned about the efficacy of legislation that imposes more and 
deeper-targeted housing goals on the GSEs, as well as additional duties and penalties. Excessive 
mandates can result in an over-extension of mortgage credit to some borrowers with 
consequences like those we are seeing in the subprime market today. In fact, a disproportionate 
share of the credit losses come from the loans that qualify for our affordable housing goals; these 
loans incur losses approximately two times the rate of non-goal qualifying loans. Because there 
are ebbs and flows in the economy, the goals need to be flexible enough to adapt to changing 
circumstances. 

To address these concerns, key modifications are needed to allow the enterprises the capacity to 
meet the affordable housing components of our mission in all economic environments. These 
components cannot be achieved in the abstract - they must be aligned with market and business 
realities. For example, we would urge that goal levels be closely tied to actual market conditions 
and that the affordable housing fund be tied to the profitability of the enterprises. Legislation 
also should guard against a proliferation of goals, subgoals and overlapping requirements, and 
provide an enforcement regime that is remedial rather than punitive. Bonus points worked well 
in the past to encourage the GSEs to enter more challenging markets when it made business and 
market sense to do so. 

Greater flexibility would ensure that the GSEs pass along important charter benefits to targeted 
families without distorting markets or fueling the origination of mortgages unsustainable in times 
of economic strain. We look forward to working with this Committee and others in Congress to 
ensure that the GSEs meet the affordable housing component of our mission in the most 
efficacious way possible. 

Portfolio 

Freddie Mac’s ability to buy mortgages and hold them in our retained portfolio is an important 
tool in fulfilling our obligation to help maintain the liquidity, stability and affordability of the 
mortgage market. Portfolio purchases are especially important when other investors leave the 
market; our purchases add liquidity to the mortgage market, which helps keep rates low for 
borrowers. Portfolio purchases also provide the company a diversified source of income relative 
to securitization alone. This is an important way we build capital needed to withstand inevitable 
downturns in the housing market like the extraordinary one we are experiencing today. 

In our view, an appropriate capital and supervisory regime remains the best way for the regulator 
to ensure that the risks of our portfolio do not threaten our safety and soundness. If. however. 
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the Committee believes that it is prudent to give the regulator explicit authority to oversee the 
portfolios, the focus should be on managing the risks the portfolios pose to our financial safety 
and soundness, and require the regulator to balance that with our broad mission to provide 
liquidity, stability and affordability in all market environments. As I mentioned before, the 
portfolio should allow us to offer a reasonable return to shareholders, who are the source of the 
capital that underlies our stability and protects taxpayers. 

Activities 

A final area the Committee may want to consider is the need to ensure that any GSE reform 
legislation preserves our ability to bring innovative initiatives to the marketplace. 

Under our charter, Freddie Mac cannot originate mortgages, and, let me assure you that we have 
no desire to exceed our charter authorities. Under current law, HUD must approve any GSE 
“new programs.” This process is working: we keep HUD apprised of any initiatives that may 
require approval, and HUD has been vigilant in its review of our initiatives and activities. 

If we are to fulfill our charter, however, we must be able to innovate and act nimbly to meet the 
needs of our customers and the market - as we did last summer when we quickly brought to 
market our new SafeStep SM subprime alternative product. To ensure our continued ability to 
innovate to meet market needs, we would be concerned about a regulatory regime that is overly 
rigid and that seems more designed to protect our competitors than to ensure that we can 
continue to fulfill our mission. 

In summary, Freddie Mac supports GSE reform legislation that strikes the appropriate balance 
between mission and safety and soundness. The present downturn in the housing markets 
reminds us again of the importance of the GSEs and the need to keep them strong and vibrant. 
The way to do that is to ensure that capital is tied to risk and that the affordable housing 
obligations make sense in all economic environments. Providing liquidity, affordability and 
stability is the mission Congress gave Freddie Mac 38 years ago, and we remain committed to 
doing our best to fulfill it. 


***** 

Thank you for the opportunity to appear before the Committee today. I look forward to working 
with Chairman Dodd, Ranking Member Shelby and the members of this Committee. 
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We Experiencing 
a Credit Crunch? 


M l. Chairman and distinguished members of the Subcommittee 
on Domestic Monetary Policy, I am pleased to appear before 
you to discuss current questions about the availability of 
credit. As you are all aware, this has been an Issue of particular concern 
In New England. The lessons learned from our experience during both 
the credit laxity of the mid 19S0s and the ensuing reaction should assist 
us in avoiding similar credit difficulties in the future. 

In the hope of providing some perspective on these problems, I will 
begin by attempting to define what Is commonly called a "credit 
crunch/' I wDl then describe how developments in the financial and real 
sectors of the economy ted to restricted credit availability, and why the 
situation has been particularly acute in New England. Finally, I wiD 
conclude with the outlook far the future, and caution that white we do 
not want to tettiro to the credit conditions of the mid 1980s, which often 
were characterized by excessive credit expansion, we also most make 
sure that the 1990s do not become a period of excessive credit contract 
tion. 


Richard F. Syron 


President, Federal Reserve Bonk of 
Boston. Statement before the Subcom- 
mitteeon Domestic Monetary Policy of 
the Committee on Bonking, Finance 
and Urban Agalrs, U.S. House of 
Representatives , May 8, 1991. 


Definition of a Credit Crunch 

One particular difficulty with the debate over the credit crunch is 
that the term is used to describe a variety of credit conditions. Few 
borrowers believe they should ever be refused credit, and they interpret 
a denial as evidence of broader credit problems rather than a problem 
Specific to tiie project for which they seek credit. Few loan officers 
believe that they ever refuse credit for profitable projects, but the 
uncertainties surrounding any project and the underlying health of the 
economy make credit assessments essentially judgmental. The natural 
gap between optimistic borrowers and skeptical lenders is inherent to 
the credit process. Even during periods of rapid credit expansion, some 
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borrowers will be denied credit that would certainly 
be granted in a world with comp lete Information and 
no uncertainties. Thus, anecdotal evidence of credit 
denials is hardly evidence of a credit crunch. 

Perhaps the best definition of a credit crunch can 
be reached by determining whether current lending 
patterns conform to standard practices at the sairte 
phase of previous business cycles, Clearly, lending 
behavior must change over the business cyde. Be- 
cause credit evaluation is so dependent on expecta- 
tions. the outlook for projects can vary significantly 
dependirtg'on whether lenders expect the economy 
to contract or expand. If credit conditions during 
recessions were to be compared to conditions dining 
expansions, all recessions would qualify as credit 
crunches. Thus, a more useful definition oi credit 
crunch asks whether credit availability is unusually 
restrictive for the current stage of the business cyde. 

Historically, credit crunches have been associ- 
ated with disintermediation, th* loss of bank deposits 
when higher rates of return on assets were available 
from outside the banking sector. In the absence of 
regulation, depository Institutions would normally 
have responded to such a loss of funds by raising the 
rates they paid on deposits; however, this was pre- 
vented in the past by ceilings on interest paid on bank 
deposits. The extent of bank losses of deposits would 
vary across institutions, depending on their deposi- 
tors' sensitivity to return differentials, but moat de- 
pository institutions responded to periods of disin- 
termediation by tightening credit. As market interest 
rates dropped, the ceilings on bank deposit rates 
would become nonbinding and disintermediation 
and the so-called "credit crunch" would end. 


The Current Capital Crunch 

Our current credit problems are not the result of 
a drain of bank deposits, to be ended by lower 
interest rates. In substantial measure fids period of 
tight credit is the result of a loss of bank capital, 
rather than a loss of deposits. The shrinking availabil- 
ity of credit from banks thus may be more accurately 
characterized as a capital crunch rather than a credit 
crunch- 

This capital crunch has been uneven in its effects 
on ottr depository institutions. Equity capital losses 
have been particularly large in the Northeast, where 
banks have suffered extensive loan losses as a result 
of declining real estate prices and a bubble In real 
estate lending in toe mid 1980s. Similarly, not all 
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borrowers are equally affected by problems in the 
banking sector, since many borrowers depend almost 
entirely an financing unassodated with banks. There- 
fore, the current capital crunch primarily affects bank- 
dependent borrowers located in sectors of toe coun- 
try that have experienced large losses of capital. 

Banks are but one of many sources of financing 
for many borrowers, particularly large ones. Deposi- 
tory institutions play a declining role in providing 


In substantial measure, this 
period of tight credit is the result 
of a loss of bank capital, rather 
than a loss of deposits. 


funds to the nonfinandai sector of toe economy 
(Figure 1). The recent drop in the flow of depository 
credit primarily reflects the loss of intermediation 
services of toe thrift industry. However, all deposi- 
tory institutions have had a diminished role m lend- 
ing, as an increasing number of nonflnanda] firms 
directly accessed national and International financial 
markets and many consumer and mortgage loans 
were held by non depository institutions as a result of 
securitization. In addition, other financial Intermedi- 
aries have begun to compete in markets traditionally 
dominated by depositary institutions. This competi- 
tion Is likely to Increase, as problems in the banking 
sector limit the ability of banks to compete effectively 
with other financial institutions. 

Thus, large firms and borrowers whose loans can 
easily be securitized will not be seriously hurt by the 
erosion in some banks' capital positions. The sector 
most likely to be affected is made up of small firms, 
which traditionally have relied heavily on bank credit 
to finance their operations. Banks have focused on 
this sector because lending to small firms requires an 
understanding of the local economy, the characteris- 
tics of small businesses, and the business acumen of 
management. Banks' expertise in evaluating and 
monitoring credit, particularly for these small pri- 
vately held firms, has not been seriously invaded by 
competition from other financial intermediaries. But 
If this Important source of financing Is lost, small 
firms have few credit alternatives. 

Existing relationships between borrowers and 
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lenders are particularly important and often difficult 
to repKcate for small businesses. Thus,, when a cur- 
rent lender to small firms either goes out of business 
or cuts bade its lending activity, many companies 
have an extraordinarily difficult time In developing 
new access to credit. A primary reason for this is the 
simple economics of business lending. In many ways, 
the costs of gathering and evaluating information ajre 
as great for a cme-hundre d- th ousand -d oilar loan as 
for a loan ten times that size. 

Small businesses in New England have been 
particularly hurt by the capital crunch because the 
loss of bank capital is greatest in this region, which is 
also hardest hit by the recession (Figure 2). While the 
^nation as a whole has maintained a relatively stable 
rate of growth of both, bank* capita] and assets, the 
New England experience has been quite different. 
Capital and assets grew rapidly during the mid 1980s 
but have declined sharply since then. 

The loss of bank capital in New England is 
particularly troubling. With little prospect of issuing 
new stock in the current economic environment, 
banks can restore their capital-to-asset ratio only by 
retaining more earnings and shrinking their assets, 
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Many Institutions in New England have been reduc- 
ing their dividends and contracting their lending. In 
some areas this has made loans unavailable to other- 
wise creditworthy borrowers who are dependent on 
bank financing, 

It is the loss of bank capital that differentiates 
credit availability at this stage of the current business 
cyde from similar periods previously. Thus, the an- 
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swer to whether we are experiencing a credit crunch 
la yes, at least in that respect. Regions that have lost 
substantial bank capital are experiencing tighter 
credit conditions than they would otherwise. The 
major cause of this credit crunch is not monetary 
policy or changes in bank regulation, however, it is 
the loss of bank capital resulting from excessive credit 
growth chiring the mid 1980s. To understand our 
current problems with credit availability, it is essen- 
tia] to understand die changes in bank lending pat- 
terns that occurred in the 1980s. 


‘Economic and Financial Developments in 
the 1980s 

During the 1960s, many regions experienced 
business cycles out of sync with the country as a 
whole. The Southwest experienced an oil cycle, many 
Midwestern states experienced a farm cycle, and 
New England experienced a real estate cycle. Bach of 
these cycles in the real economy has an analog in the 
financial economy. 
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During the 1980s, employment In New England 
increased gradually but steadily d es p ite only modest 
increases in the population (Figure 3], However; this 
smooth growth in New England employment as a 
whole masked large swings in several industry 
groups. Manufacturing of durable goods, a tradi- 
tional strength of New England, grew rapidly in the 
late 1970s and early 19805, fueled by growth In 
computer and other high technology companies. 
However, employment in these industries peaked by 
1984 and declined for the rest of the decade as New 
England computer manufacturers lost market share. 

This decline in manufacturing did not cause a 
drop In overall employment because of a simulta- 
neous Increase in construction employment. New 
England's share of construction -employment started 
to increase in the late 1970s and rose very sharply 
after 1983. The construction boom. In turn, helped 
stimulate support industries such as financial serv- 
ices. Thus, the decline in one of our major industries, 
durable goods manufacturing, was camouflaged by 
the extr a ordinary increase in construction and related 
industries. 


Figure 4 

Employment in Massachusetts 
during Periods of Recession 

Undawd to (to Peak] 



Source: N9*r England Economic Mcaeors Onatrese. 
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Hearing Before the U.S. Senate Committee on Banking, Housing, and Urban 
Affairs “Reforming the Regulation of the Government Sponsored Enterprises” 

Testimony of Daniel H. Mudd 
President and CEO, Fannie Mae 
February 7, 2008 
Washington, D.C. 

Chairman Dodd, Ranking Member Shelby, and members of the Committee, I appreciate 
the opportunity to speak today, and thank you for again taking up the issue of GSE 
regulatory reform. Fannie Mae is committed to supporting your efforts to pass reform 
legislation in 2008. 

Before I offer my comments on regulatory reform. I’d like to provide the Committee with 
a brief update. Fannie Mae has undergone significant change during a time when the 
mortgage and housing markets have themselves undergone significant change. 

Fannie Mae has new management, and a completely revamped corporate governance and 
internal control environment. Only one hurdle remains for us to fully comply with 
the 8 1 remediation measures called for in our 2006 consent order with the Office of 
Federal Housing Enterprise Oversight. That hurdle is the filing of our fully audited 2007 
results with the Securities and Exchange Commission, which will be done at the end of 
this month. 
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We believe the internal improvements we have made since 2005 have helped us meet an 
external challenge: Maintaining liquidity, stability and affordability in the prime, 
conventional, conforming mortgage market during a period of extraordinary market 
stress. While subprime, jumbo and other non-conforming markets have shrunk or shut 
down completely, the center of the market where the GSEs have a large presence has 
performed relatively well. Credit remains readily available and rates have fallen for 
GSE-eligible loans. 

Having said that, we are not immune from the disruptions in the market and we will take 
our lumps. In fact, we had a GAAP loss in the third quarter and we saw more difficult 
headwinds in the fourth quarter. But our business is meeting the increased demand for 
liquidity and our overall credit book has held up relatively well. Yes, these are tough 
times, but that is when you want a Fannie Mae. 

The mortgage crisis in this country is widespread and growing. Economically distressed 
communities are being ravaged by foreclosures, and waves of subprime teaser rate 
“resets” are crashing over thousands of homeowners every month. The GSEs have an 
important role to play in helping the market through these problems. Both companies are 
doing loan workout and foreclosure prevention programs on a large scale. Through its 
HomeStay initiative, Fannie Mae successfully refinanced 68,000 subprime borrowers into 
prime, fixed-rate loans in 2007. In addition, we worked with more than 43,000 
delinquent borrowers to help them stay in their homes. We’ve contributed nearly $9 
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million to non-profit mortgage counselors so they have the capacity to meet the growing 
demand for help. And, most importantly, we continue to maintain a stable, liquid center 
of the mortgage market so that credit-worthy borrowers can access affordable mortgages. 

Such efforts on the part of Fannie Mae are worth considering as Congress and the 
administration take up the issue of reforming the regulatory regime of the GSEs. The 
choices you make now should be durable and stand the test of time. We support the 
creation of a strong, independent and bank-like regulator that can not only provide proper 
oversight, but can ensure the GSEs are able to respond to the changing - and sometimes 
volatile — housing and mortgage markets. 

We recognize the tensions at the very heart of the GSE charter — the tension between the 
interests of a private enterprise and the public interest; the tension between avoiding risk 
for safety’s sake and embracing risk for the sake of expanding homeownership and 
affordable housing. Regulatory reform calls for that same balance: The need for a 
nimble, responsive, creative housing enterprise balanced with sound, professional 
regulatory oversight. 

Mr, Chairman, you have asked me to comment on proposed legislation to strengthen that 
oversight. Our view of the principles that should guide regulatory reform has remained 
unchanged since I first testified before this committee on April 20, 2005. But the 
dramatic changes in the housing market that began last year only reinforce our views of 
key elements of regulatory reform. These views focus on: 
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• Our capital. 

• The role of our mortgage portfolio. 

• The products and programs we pursue. 

• And our performance in funding affordable housing. 

Capital 

With respect to capital, the current housing crisis has reinforced two things. First, 
financial institutions need to have enough capital to weather a downturn, and second, in 
times like these, it is critical that they have enough capital to continue delivering liquidity 
to the market. 

This is the balance we have been trying to strike. We presently have more capital than at 
any time in our existence as a public company. This will protect us from the downside 
impact of the housing crisis. It will also permit us to provide service to the market in its 
time of need and ultimately to generate earnings to maintain and build capital. That is the 
balance struck in banking regulation, and the balance we seek in GSE regulation. 

Congress has established a statutory minimum capital standard for Fannie Mae and 
Freddie Mac that reflects the unique role of the government sponsored enterprises and the 
importance of capital in meeting their liquidity, stability and affordability mission. We 
support this Committee’s re-affirmation of our minimum statutory capital requirement in 
S. 190, in the 109 th Congress, and the House’s more recent re-affirmation in H.R. 1427. 
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As I have said before, the normal capital levels established by Congress for normal times 
should be the norm . 

We also support the regulator’s ability to increase our capital requirements when 
necessary to meet a clearly articulated safety and soundness concern. But when such 
concerns are absent, legislation should ensure that our capital requirements return to the 
levels established by Congress. 

Portfolio 

On portfolio oversight, we believe the bank regulation approach strikes the right balance 
of ensuring safety and soundness and market responsiveness, and would work for the 
GSEs as well. 

During times of illiquidity, Fannie Mae’s mortgage portfolio has grown to replace capital 
that flees the mortgage market. This happened during past real estate and liquidity crises 
in the 1980s, 1990s and early this decade. More recently, even though our portfolio 
growth is presently limited by our consent order, Fannie Mae has allocated increased 
investment to affordable rental housing, a market that other investors have abandoned. 

We support regulation ensuring that the GSEs’ mortgage portfolios are managed in a safe 
and sound manner. But regulation should not impose arbitrary limits, including a so- 
called “systemic risk” standard, on the GSEs’ portfolios. Particularly when markets are 
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weak, the GSEs need flexibility to expand their portfolios in order to achieve their 
mission of providing the liquidity the markets need. Indeed, bank regulators have 
consistently taken the approach that asset growth, by itself, does not cause a safety and 
soundness risk - only unplanned or poorly managed asset growth. 

I dispute the notion that our portfolio is somehow exempted from the laws of gravity, or 
supply and demand, or conditions in the capital markets. That is why you see month-to- 
month growth and contraction in the size of our portfolio. Conditions change. When they 
do, and it makes sense, we grow, shrink or hold our investments. 

To that end, we therefore support legislation clearly identifying the bank-like safety and 
soundness factors that would guide regulatory oversight of our portfolio. 

New Product Approval 

Another area that would improve and strengthen regulation is the consolidation of 
product approval with safety and soundness regulation. We believe our regulator should 
have oversight of the products and business initiatives we pursue, to make sure they are 
within our charter and are subject to safety and soundness controls, just like other 
financial institutions. 

It is also important that the regulatory oversight process be efficient. Imposing a 
cumbersome pre-approval process or public notice and comment period would only 
impede our ability to serve the modem mortgage market. 
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A public notice and comment process would be contrary to any bank regulatory process 
of which we are aware. No other regulatory regime requires public disclosure of most 
new business initiatives. 

Particularly during times of extraordinary disruption and change, like today, the GSEs 
must move quickly to address the pressing needs of the primary mortgage market. 
HomeStay, our initiative responding to the subprime crisis that I mentioned earlier, is an 
example. Our customers and partners in the lending community asked for a solution, and 
we provided one, in a matter of days. Our regulator, of course, reviewed it, and 
encouraged us to move ahead. 

Another example is our quick response to hurricanes Katrina and Rita. Among the many 
targeted initiatives were: 

• Underwriting flexibilities on new loans for borrowers affected by the hurricanes. 

• Servicing flexibilities with respect to existing borrowers affected by the hurricanes. 

• Providing 1,500 Fannie Mae properties to families displaced by the hurricanes. 

Any of these business decisions could be considered “new products.” 

In this area as well, the bank regulation model offers what we believe is the best guide. 
Banks keep regulators apprised of new business initiatives through the examination 
process and by regular communication with their examiners. So should the GSEs. In 
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practice, banks consult their regulators routinely on significant business plans and 
developments without public notice and approval for every product innovation or new 
activity, except for a few exceptions, such as bank mergers or acquisitions. Well- 
capitalized, well-managed banks are able to offer new products and innovate to meet 
market demands without a burdensome pre-approval process. Subjecting every new 
initiative to a public inquiry through notice and comment periods would be unworkable 
for any bank. The GSEs are no different. 

Affordable Housing 

Lastly, any new regulatory regime should reinforce the GSEs’ mission to provide capital 
for affordable housing. Today, this responsibility is enforced by the Department of 
Housing and Urban Development under a complex and outdated system of goals that 
neither reflect the most current market data nor adapt to changing market conditions. 
These goals were established during a prolonged period of home price growth, and they 
assume that the primary mortgage lending market, which the GSEs do not control, will be 
able to deliver an increasing level of affordable housing mortgages steadily, through 
every market cycle. But the market has its own logic, as do home prices. 

We support a different approach, with two key components. First, the GSEs’ regulator 
should set and oversee streamlined affordable housing goals that reflect current market 
data and adapt to changing market conditions. The regulator should evaluate the totality 
of our results at expanding affordable housing. 
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Second, Fannie Mae supports the creation of an Affordable Housing Fund, to be funded 
from the GSEs’ net income and integrated into a new affordable housing goals regime. 
We believe the GSEs to manage the fund in regular consultation with Congress and our 
regulator, including filing an annual plan and report on our efforts. We should manage 
the fund, and we should be held accountable for the results. 

Conclusion 

Mr. Chairman, you’ve asked me to come to this hearing to express Fannie Mae’s views 
on GSE regulatory reform. We believe H.R. 1427, which was passed by the House last 
year with bipartisan support, offers a sound basis upon which to build a lasting regulatory 
regime for Fannie Mae and Freddie Mac. The housing and mortgage markets need 
certainty and stability at this time, and strengthening oversight will provide an additional 
measure of confidence that the GSEs will be here doing our job the right way for the long 
run. 


Thank you for the opportunity to be here today. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO 
FROM DAVID G. NASON 

One of the areas that I believe needs more debate and vetting 
is the strengths and weaknesses between affordable housing goals, 
affordable housing programs, and an affordable housing fund. 
Fannie and Freddie have affordable housing goals, the Federal 
Home Loan Banks have an affordable housing program, and the 
House passed GSE reform legislation would establish a new hous- 
ing fund with goals. The most recent GSE reform legislation that 
passed the Senate Banking Committee did not have a housing 
fund. 

Q.l. What are the strengths and weaknesses between affordable 
housing goals, affordable housing programs, and an affordable 
housing fund like the House approach? 

A.l All three approaches have similar goals of ensuring that gov- 
ernment sponsored enterprises undertake activities that are con- 
sistent with a public purpose mission. 

Affordable housing goals for Fannie Mae and Freddie Mac under 
the existing regulatory structure were originally required by the 
Federal Housing Enterprises Financial Safety and Soundness Act 
of 1992 and established by the Department of Housing and Urban 
Development (HUD). The current goals were set by HUD in 2004. 
The goals are specified in terms of low- and moderate-income hous- 
ing, special affordable housing, and underserved areas housing. 
HUD’s current affordable housing goal regulation sets the goals at 
levels that require Fannie Mae and Freddie Mac to be market lead- 
ers in the housing goal categories. Affordable housing goals focus 
more on broad market segments and the GSEs’ relationship to 
overall market activity. 

The Federal Home Loan Bank (FHLBank) System’s Affordable 
Housing Program (AHP) and the affordable housing fund contained 
in H.R. 1427 are similar approaches in that a portion of the GSEs’ 
income is redirected toward affordable housing activities. Unlike 
Fannie Mae and Freddie Mac, the FHLBank System does not have 
a specific statutory mission. Instead, the FHLBanks generally sup- 
port housing finance by virtue of the nature of their authorized ac- 
tivities. The FHLBanks’ AHP was mandated by the 1989 thrift leg- 
islation and established by regulation in 1990. 

Some key structural differences between the FHLBank’s AHP 
program and affordable housing fund contained in H.R. 1427 in- 
clude the basis and amount for the assessment, and the adminis- 
tration of the fund. The FHLBanks’ AHP requires 10 percent of net 
income (since the FHLBanks do not pay Federal taxes, this is com- 
parable to 10 percent of before tax income of other companies), 
while the trust fund requires 1.2 basis points for each dollar of the 
average total mortgage portfolio of each enterprise during the pre- 
ceding year. Disbursement of funds from the FHLBanks’ AHP is 
administered by the FHLBanks, through member financial institu- 
tions, while the disbursement of funds from the affordable housing 
fund contained in H.R. 1427 is administered by the Director of the 
new housing GSE regulator in consultation with the Secretary of 
HUD and is based on regulations. The latter feature regarding ad- 
ministering the trust fund is intended to prevent the fund from 
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being used for political purposes. The funds are granted to states 
or state agencies for distribution. 

Q.2. If we go down the track of creating a housing program or 
housing trust fund for Fannie and Freddie, what is the appropriate 
amount of resources that should be spent, who should allocate the 
funds, and how should the funds be spent? 

A.2. We strongly oppose the establishment of an affordable housing 
fund for Fannie Mae and Freddie Mac. This proposal would create 
an undue and counterproductive reliance on Fannie Mae and 
Freddie Mac by tying the potentially unlimited growth of an afford- 
able housing fund to the annual amount of the GSEs’ mortgage 
business. In addition, such an affordable housing fund could be sus- 
ceptible to political influences that could compromise the goals of 
assisting as many low income families in need as possible. If an af- 
fordable housing fund is going to be part of this legislation, the 
fund must be controlled by the Federal government (not by Fannie 
Mae and Freddie Mac), temporary, and capped. 

Q.3. Does it make sense to have both housing goals and a housing 
program for Fannie and Freddie? 

A.3. Housing goals can provide a broad focus to the overall busi- 
ness of a GSE, while affordable housing programs can provide as- 
sistance to more specific projects. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR BAYH FROM 
JAMES B. LOCKHART III 

A.l. OFHEO responded to the egregious accounting errors and seri- 
ous systems and operational risk management failures at Fannie 
Mae and Freddie Mac by ensuring the replacement of senior man- 
agers and outside auditors, the hiring of competent staff, the devel- 
opment of GAAP compliant accounting policies and of operational 
control systems throughout the Enterprises, transparent public dis- 
closures, and fundamental changes in their corporate cultures. The 
fines paid by Fannie Mae and Freddie Mac to OFHEO and the SEC 
were a strong signal to their Boards, management, shareholders 
and debt and MBS investors that this behavior would not be toler- 
ated in the future. The fines amounted to an average of half of one 
percent of core capital after tax, not enough to materially affect 
their safety and soundness. Of considerable consequence, though, 
was our decision to raise capital requirements at both Enterprises 
by 30 percent and to restrict asset portfolio growth and insist on 
adequate controls for new product development. Without these ac- 
tions, I seriously doubt that either Enterprise would be playing a 
constructive role in mortgage finance markets today. 

A.2. During normal times, the Enterprises perform their principal 
function by guaranteeing mortgage-backed securities (MBS). Pur- 
chasing their own MBS and issuing debt to finance the purchase 
generally provides little additional benefit. While the Enterprises’ 
debt and MBS are not perfect substitutes, both have been highly 
sought after by investors around the world. Yields on the two types 
of securities generally are closely related, with differences reflect- 
ing their different payment structures. In the current environment, 
the two markets are less well integrated. Because of that, and be- 
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cause both Enterprises have finally completed most of their remedi- 
ation, we have reached agreements with the Enterprises that elimi- 
nated their portfolio restrictions, lowered their required capital re- 
quirements and assured that they will each raise more capital so 
that they can better fulfill their missions. That is what is required 
in these difficult market conditions. Legislation should provide the 
regulator with the ability to adjust portfolios according to the cir- 
cumstances. Any size limitations on these portfolios would be pur- 
suant to notice and comment rulemaking. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO 
FROM JAMES B. LOCKHART III 

Q.l. What are the strengths and weaknesses between affordable 
housing goals, affordable housing programs, and an affordable 
housing fund like the House approach? 

A.l. The Affordable Housing Program (AHP) of the Federal Home 
Loan Banks (FHLBs) was established in the 1989 law that created 
the Federal Housing Finance Board (FHFB). The AHP is expressed 
in terms of monetary contributions by the FHLBs, and mandated 
contributions reflect the relative profitability of each FHLB. The 
AHP most often works in conjunction with other (non-FHLB) forms 
of housing assistance to make individual affordable housing 
projects viable. The AHP is generally seen as an effective form of 
affordable housing assistance. The funds are relatively well-tar- 
geted, but the size of the program is limited. The program is in ad- 
dition to the primary programs of the FHLBs. 

The affordable housing goals now in effect for Fannie Mae and 
Freddie Mac are outlined in the 1992 law that created OFHEO. 
The goals are established by regulation by the HUD Secretary, and 
compliance is monitored and enforced by HUD. The underlying ra- 
tionale for the 1992 goals is Congress’ view that the Enterprises 
“have an affirmative obligation to facilitate the financing of afford- 
able housing . . . consistent with their overall public purposes.” 
The goals, which are expressed as a percentage of each Enterprise’s 
overall business, are intended to affect the way the Enterprises 
carry out their primary programs. In practice, the goals have prov- 
en important in directing Enterprise activity, but are less nimble 
as a result of being set in statute. Both H.R. 1427 and S. 2391 re- 
vise the framework for the goals, but the framework remains fairly 
rigid. 

H.R. 1427’s affordable housing fund was structured to ensure a 
steady monetary contribution by the Enterprises to affordable 
housing. In the House-passed bill, annual funding is based on the 
Enterprises’ books of business (as opposed to being expressed as a 
percentage of profits). A similar fund is created under S. 2391. 
There are significant differences between the House and Senate 
measures, but both mandate a monetary contribution that is allo- 
cated among qualifying entities. Both bills allow for temporary sus- 
pension of contributions for reasons related to financial instability 
or inadequate capital. Creating a new constituency dependent on 
Enterprise earnings could add pressure to increase business at the 
expense of safety and soundness. 
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Q.2. If we go down the track of creating a housing program or 
housing trust fund for Fannie and Freddie, what is the appropriate 
amount of resources that should be spent, who should allocate the 
funds, and how should the funds be spent? 

A.2. If Congress makes a judgment to create an affordable housing 
fund, it is important that the funds raised not be so large as to 
raise safety and soundness concerns, and I think the fund would 
work more effectively if it receives a relatively stable flow of funds 
from year to year. Finally, I think it is important that any new 
housing fund should not be controlled by the Enterprises, since 
such control greatly increases the potential for allocations based on 
what is in the Enterprises’ best interests, rather than on what will 
best address affordable housing needs. It should also be subject to 
a sunset test to ensure that it is working. 

Q.3. Does it seem to make sense to have both housing goals and 
a housing program for Fannie and Freddie? 

A.3. This decision will reflect Congress’ view about the degree to 
which the balance between the Enterprises’ public mission to sup- 
port affordable housing and each company’s need to retain share- 
holder support. Affordable housing goals and an affordable housing 
fund can function in complementary ways, but a combination of the 
two is undeniably a greater burden for the companies than either 
obligation alone would be. One approach might be to reflect in their 
affordable housing goals the impact of affordable housing grants. 


RESPONSE TO WRITTEN QUESTIONS OF CHAIRMAN DODD 
FROM RONALD A. ROSENFELD 

POTENTIAL MERGER OF DALLAS AND CHICAGO HOME LOAN BANKS 

Chairman Rosenfeld, as we discussed at the hearing, the Amer- 
ican Banker reported on February 5 that the boards of directors of 
the Federal Home Loan Banks of Dallas and Chicago have voted 
to approve a merger of the two Banks. You stated that the merger 
application has not yet been presented to the Finance Board and 
that therefore you have not developed standards or processes for 
deciding whether to approve that merger. You also stated that in 
your view, this is simply a matter between the two Banks. I would 
appreciate your response to the following additional questions: 

Q.l. What is the statutory authority under which two Banks may 
voluntarily merge? Which specific statutory provisions address the 
Finance Board’s authority to approve or disapprove a merger be- 
tween two Banks? 

A.l. Section 26 of the Federal Home Loan Bank Act (Bank Act) au- 
thorizes the Finance Board to liquidate or reorganize any Federal 
Home Loan Bank (FHLBank) “[wjhenever the Board finds that the 
efficient and economical accomplishment of the purposes of [the 
Bank Act] will be aided by such action.” The term “reorganize” is 
not defined by the Bank Act, but it is my view that it includes an 
acquisition of one FHLBank by another FHLBank, whether the ac- 
quisition is structured as a merger, a purchase and assumption 
transaction, or otherwise. The statute expressly provides that one 
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FHLBank may acquire assets and assume liabilities of another 
FHLBank, either in whole or in part. 

This provision of the Bank Act represents a substantial delega- 
tion of authority to the Finance Board. It requires only that the ac- 
tion must “aid” the achievement of the statutory purposes. It does 
not require a finding of insolvency or severe financial distress. This 
construction of section 26 is consistent with other provisions of the 
Bank Act, such as section 3, which gives the Finance Board broad 
discretion to reduce the number of Bank districts to as few as 
eight, and section 25, which provides that “each [Bank] shall have 
succession until dissolved by the Finance Board or by act of Con- 
gress.” 

The predecessor to the Finance Board exercised the authority 
conferred by section 26 on one occasion, in 1946, when it merged 
the Los Angeles Bank into the Portland Bank, and relocated the 
successor FHLBank to San Francisco. That action was taken over 
the objection of the Los Angeles Bank. In Fahey v. O’Melveny & 
Myers, 200 F.2d 420 (9th Cir. 1952), the United States Court of Ap- 
peals for the Ninth Circuit rejected a challenge to the merger, con- 
firming the broad delegation reflected in section 26. 

Q.2. Given that the Banks are all jointly and severally liable for 
each other’s debt, the other 10 Banks have a clear interest in the 
financial condition of the Dallas and Chicago Banks. Furthermore, 
any standards that are developed as part of this process could set 
a precedent for the future. Therefore I do not believe that this is 
merely a matter between the two Banks. Since the hearing, what 
consideration have you given to the standards you would use to re- 
view a merger application? 

A.2. With regard to the financial condition of the Dallas and Chi- 
cago Banks, all of the FHLBanks have registered with the Securi- 
ties and Exchange Commission under the Securities Exchange Act 
of 1934, and all of them are current in their filings with the SEC. 
Before the end of March, I expect that the Chicago and Dallas 
Banks will file their annual reports, on Form 10-K, with the SEC. 
Form 10-K filings include a full set of audited financial state- 
ments, which will provide all interested parties an opportunity to 
evaluate the current financial condition of the Dallas and Chicago 
Banks. By requiring the FHLBanks to register with the SEC, the 
Finance Board sought to promote uniform financial disclosure that 
would allow each of the FHLBanks, as well as any other interested 
parties, to evaluate the financial condition of any of the FHLBanks. 

With regard to the standards for approving any merger of two 
FHLBanks, the general standards are set by statute. Under Sec- 
tion 26 of the Bank Act, as noted above, the Finance Board may 
order or approve a “reorganization” of an FHLBank if it determines 
that the “efficient and economical accomplishment of the purposes 
of [the Bank Act] will be aided by such action.” The purposes of the 
Bank Act are reflected in the statutory duties imposed by Congress 
on the Finance Board in Section 2A of the Bank Act. The Finance 
Board has the primary statutory duty of ensuring that the 
FHLBanks operate in a financially safe and sound manner. To the 
extent consistent with this primary duty, the Finance Board is also 
required to ensure: (1) that the FHLBanks remain adequately cap- 
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italized and able to raise funds in the capital markets; and (2) that 
the FHLBanks carry out their housing finance mission. 

Accordingly, if the Chicago and Dallas Banks submit a merger 
proposal, the Finance Board would evaluate the proposal in light 
of those standards. The Finance Board’s paramount concern would 
be to determine whether the resulting FFILBank would be able to 
operate in a safe and sound manner following the merger. The Fi- 
nance Board also would evaluate whether the resulting FFILBank 
would remain adequately capitalized and able to raise funds in the 
capital markets after the transaction had closed. Finally, the Fi- 
nance Board would evaluate whether the resulting FFILBank 
would be able to meet the housing finance needs of all of its mem- 
bers to the same degree, or better, than the Chicago and Dallas 
Banks are doing at present. 

Q.3. It seems to me that the decision confronting the Finance 
Board when the merger application is submitted is sufficiently sig- 
nificant that the process must be transparent and the impact of the 
decision on the System as a whole must be recognized. What do 
you believe are the elements necessary to ensure a transparent de- 
cision-making process? 

A.3. I believe that the process will be transparent at several levels. 
If the Dallas and Chicago Banks enter into a definitive agreement 
and submit it to the Finance Board for approval, I expect that they 
will file a Form 8-K with the SEC to announce that development, 
and will include key details and information about the transaction. 
Thus, once that event has occurred, any interested party will be 
able to analyze the terms of the transaction and determine how 
they may be affected by the merger. 

It is also my expectation that the Dallas and Chicago Banks 
would develop a joint disclosure document along the lines of a SEC- 
compliant proxy statement. They would provide that document, 
which would describe in detail the terms of the proposed merger 
and the effect on the members, to all of the members of both 
FHLBanks. I further expect that they would conduct a number of 
member outreach meetings to inform the members as to the terms 
of the transaction and the reasons why the board of directors of 
each FHLBank has determined that the transaction is in its best 
interest. Although the Bank Act does not authorize the members 
to vote on such a transaction, the information in the disclosure doc- 
uments would allow them to evaluate the transaction and express 
any concerns they might have to their respective FHLBank’s board 
of directors. 

In considering the merits of any merger proposal, I believe that 
the Finance Board must evaluate how the proposed merger may af- 
fect the safety and soundness, capital adequacy, and mission 
achievement aspects of not only the Dallas and Chicago Banks, but 
of the other ten FHLBanks as well. 

PROBLEMS AT THE CHICAGO BANK 

Q.4. The Home Loan Bank of Chicago is now operating under a 
cease and desist order issued by the Finance Board on October 10, 
2007. The cease and desist order supersedes the Supervisory Agree- 
ment issued by the Finance Board on June 30, 2004. The 2004 
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agreement was itself issued as a result of the Chicago Bank’s fail- 
ure to address items identified in the Bank’s 2003 examination. 
Given that the problems identified at the Chicago Bank over four 
years ago have yet to be remedied, what steps is the Finance Board 
taking to ensure that the Bank’s problems do not pose a risk to the 
System as a whole? If the Chicago Bank and the Dallas Bank 
merge, how will the Finance Board ensure that the resulting entity 
addresses these problems? 

A.4. On October 10, 2007, the Finance Board placed the Federal 
Home Loan Bank of Chicago under a cease and desist order 
(Order). That action was taken to ensure that the Chicago Bank’s 
problems are addressed by current management in a timely man- 
ner and that they do not “spill over” to threaten the System as a 
whole. Among other things, the Order prevents the Chicago Bank 
from repurchasing or redeeming capital stock, or from paying divi- 
dends, without the prior written approval of the Finance Board’s 
Director of the Office of Supervision. The Order also requires the 
Chicago Bank to improve its risk management practices and to 
maintain a minimum ratio of capital stock, retained earnings, and 
subordinated debt to total assets of at least 4.5 percent. Although 
the specific provisions of the Order are intended to reduce the Chi- 
cago Bank’s risk exposures, the Order itself cannot ensure that the 
Chicago Bank’s management and board of directors will succeed in 
addressing its problems effectively and in a timely manner. Thus, 
we are closely monitoring the Chicago Bank’s financial condition, 
performance, and activities to ensure that it is progressing satisfac- 
torily. 

It is incumbent upon the Dallas and Chicago Banks to dem- 
onstrate to the satisfaction of their respective stakeholders and the 
Finance board that the proposed merger will succeed. The Finance 
Board will carefully review the terms and conditions of the pro- 
posed merger once they are finalized to ensure that the supervisory 
issues concerning the Chicago Bank will be fully addressed. The Fi- 
nance Board will also assess the financial and managerial re- 
sources and earnings prospects of the resulting entity. 

FEDERAL HOME LOAN BANKS’ RESPONSE TO THE HOUSING CRISIS 

Our nation is currently in the midst of a housing crisis, with 
record numbers of Americans facing foreclosure. The Federal finan- 
cial regulators have issued guidance regarding the underwriting of 
nontraditional and subprime mortgages. These guidelines require 
underwriting that more effectively establishes a borrower’s ability 
to repay the mortgage being made. 

Q.5. When did the Finance Board adopt these standards for deter- 
mining what mortgages are eligible collateral for the Home Loan 
Banks to accept for advances or are eligible to be purchased as ac- 
quired member assets? 

A.5. The Finance Board, through its Office of Supervision, issued 
Advisory Bulletin 2007-AB-01, “Nontraditional and Subprime Res- 
idential Mortgage Loans,” on April 12, 2007. This advisory bulletin 
requires, in part, that each FHLBank adopt and implement policies 
and risk management practices as part of its credit risk manage- 
ment program that establish appropriate risk limits for, and appro- 
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priate mitigation of, credit exposure on nontraditional and 
subprime mortgage loans. We evaluate each FHLBank’s compliance 
with this advisory bulletin through our examination program, tak- 
ing into consideration market conditions and guidance issued by 
the Federal bank regulatory agencies. 

Additionally, in November 2007, we issued an internal bulletin 
to our examiners that provided guidance on assessing credit and 
reputational risks associated with investing in private-label MBS 
that are backed by subprime and nontraditional residential mort- 
gage loans. This bulletin instructed examiners to, in part, deter- 
mine whether the FHLBank’s private-label MBS investments have 
increased since the Federal Financial Institutions Examination 
Council (FFIEC) agencies issued their guidance on nontraditional 
mortgage product risks in October 2006 and, if so, whether addi- 
tional investments in private-label MBS with underlying subprime 
and nontraditional mortgage loans consist of loans that conform to 
FFIEC agency guidance. 

In December 2007, as part of our ongoing supervisory efforts and, 
in particular, those ensuing from Advisory Bulletin 2007-AB-01, 
our Examiners-in-Charge contacted each FHLBank to express our 
expectations that FHLBank policies and processes regarding 
subprime and nontraditional mortgages should include require- 
ments that the FHLBank will not include in its collateral coverage 
calculations loans that do not comply with FFIEC guidance on 
subprime and nontraditional mortgages for those loans originated 
after the FFIEC guidance was issued. We are preparing an advi- 
sory bulletin to formalize this communication, as well as our expec- 
tations that loans that underlie private-label MBS investments or 
that are purchased through the FHLBanks acquired member assets 
programs should similarly comply with FFIEC guidance. We expect 
that this advisory bulletin will be issued within 30 days. 

Q.6. Were these types of loans eligible collateral prior to that guid- 
ance being adopted? If so, what has the Finance Board done to en- 
sure that such loans are no longer being used as collateral, and 
how much collateral has been affected? 

A.6. As regulator of the Federal Home Loan Banks, our supervisory 
efforts consider the conditions in the financial marketplace and the 
FHLBanks’ mission. The FHLBanks provide financial products and 
services to members and housing associates, including, but not lim- 
ited to, advances that are used to assist in financing single-family 
and multi-family housing for consumers at all income levels. The 
use of nontraditional and subprime residential mortgage loans, 
when appropriately underwritten, may have provided and may con- 
tinue to provide consumers with greater credit options for purposes 
of home ownership. However, when inappropriately marketed, un- 
derwritten, and managed, these loans often are associated with in- 
creased credit or reputational risk for financial institutions and an 
increased propensity for financial difficulty for the borrowers. 

As a general matter, we have not taken exception to the 
FHLBanks accepting appropriately underwritten subprime and 
nontraditional mortgages as collateral for advances provided that 
they have adopted adequate policies and procedures for doing so. 
As noted in our response to the preceding question, in December 
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2007 we contacted each FHLBank to express our expectations that 
FHLBank policies and processes regarding subprime and nontradi- 
tional mortgages should include requirements that the FHLBank 
will not include in its collateral coverage calculations loans that do 
not comply with FFIEC guidance on subprime and nontraditional 
mortgages for those loans originated after the FFIEC guidance was 
issued. We are preparing an advisory bulletin to formalize this 
communication, as well as our expectations that loans that underlie 
private-label MBS investments or that are purchased through the 
FHLBanks acquired member assets programs should similarly 
comply with FFIEC guidance. 

Q.7. What additional steps do you believe the Home Loan Banks 
can take to ensure that they are doing all they can both to stop 
abusive lending practices and to help keep people in their homes? 
A.7. The Finance Board, through its Office of Supervision, issued 
Advisory Bulletin 2005-AB-08, “Guidance on Federal Home Loan 
Bank Anti-Predatory Lending Policies,” on August 25, 2005. This 
advisory bulletin required each FHLBank to adopt comprehensive 
anti-predatory lending policies to govern the FHLBank’s pur- 
chasing of mortgages and calculating the level of advances that can 
be made to its members. The guidance requires that the 
FHLBanks’ policies preclude purchasing mortgages that violate ap- 
plicable federal, state, or local predatory lending laws or including 
such loans when calculating the level of advances that can be made 
to a member. The guidance also requires that the FHLBanks’ poli- 
cies address such features as mortgages subject to the Home Own- 
ership and Equity Protection Act (HOEPA); prepaid single-pre- 
mium credit life or similar insurance; prepayment penalties beyond 
the early years of the loan; and mandatory arbitration. Each 
FHLBank has developed written procedures and standards for 
verifying member compliance with its anti-predatory lending mort- 
gage purchase and advance policies. The FHLBanks can help curb 
abusive lending practices by vigorously ensuring compliance with 
these policies. Our examination program includes monitoring the 
FHLBanks’ adherence to their policies and practices. 

The FHLBanks can help keep people in their homes by fulfilling 
their mission, including making advances that assist and enhance 
their members’ financing of housing, including single-family and 
multi-family housing serving consumers at all income levels. Since 
liquidity in the housing and financial markets faltered last year, 
advances at the FHLBanks have increased substantially. Between 
June 30, 2007 and February 13, 2008, advances increased by $234 
billion, providing liquidity to members and, in turn, the housing fi- 
nance market. 

In addition, the FHLBanks can further assist with homeowner- 
ship stability by using their affordable housing and community 
lending programs in innovative ways. For example, the Federal 
Home Loan Bank of San Francisco, after receiving certain regu- 
latory waivers from the Finance Board, is establishing a program 
under which it will provide Affordable Housing Program grant sub- 
sidies on a noncompetitive basis to refinance or restructure low- or 
moderate-income borrowers’ existing nontraditional adjustable rate 
mortgage loans that are held by members or their affiliates of the 
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FHLBank. The program applies to all such loans when they have 
become unaffordable to those households, or are projected to be- 
come unaffordable, because of increased payments resulting from 
adjustments in the interest rates or loan principal that occur sub- 
sequent to origination. The Finance Board has initiated a review 
of the AHP regulation to consider changes to the regulation that 
would allow other FHLBank similar authority. 

Further, the Federal Home Loan Bank of Indianapolis (FHLBI) 
has created a $100 million lending initiative, HomeRetain, to help 
FHLBI financial institution members assist families facing fore- 
closure. HomeRetain is a part of the FHLBI’s Community Invest- 
ment Program. Through HomeRetain, FHLBI will make available 
funding to its member financial institutions at the FHLBI’s cost of 
funds, plus a small administrative markup. Member financial insti- 
tutions can then use the funds to help homeowners at risk of fore- 
closure to refinance their homes or modify their mortgages on more 
favorable terms. Additionally, last year, the Federal Home Loan 
Bank of Cincinnati started a HomeProtect Program, which makes 
available $250 million in advances to member financial institutions 
at its cost of funds for purposes similar to the Indianapolis Bank’s 
HomeRetain program. 

FINANCE BOARD’S REVIEW OF COLLATERAL 

Q.8. What is the Finance Board’s process for reviewing the collat- 
eral pledged by the Banks’ members? Does the Finance Board re- 
view collateral pledged by individual institutions to see if they are 
pledging housing-related assets and are not simply pledging Treas- 
uries, for example? To what extent does the Finance Board monitor 
the characteristics of mortgage loans that are pledged as collateral, 
such as borrower income levels, geographic distribution, etc.? 

A.8. The Finance Board uses two processes to monitor collateral 
pledged by the FHLBanks’ members. First, our examiners evaluate 
collateral operations during on-site examinations, which we con- 
duct annually for each FHLBank. Specifically, the examiners as- 
sess the adequacy of the Banks’ monitoring of collateral pledged by 
members. In this regard, we expect the FHLBanks to obtain collat- 
eral information from their members, on a quarterly basis, that 
shows the volume and types of loans pledged. Our examiners also 
evaluate the FHLBanks’ oversight process, in which the FHLBanks 
assess their members’ compliance with pledging requirements. The 
second process is the Finance Board’s annual collateral survey, 
which is used to gather information on the FHLBanks’ collateral 
management practices, including the types of collateral accepted, 
the characteristics of that collateral, and the discounts, or “hair- 
cuts,” the FHLBanks apply to collateral to ensure that collateral 
values exceed credit exposures. 

Under the Bank Act, all advances to members must be fully se- 
cured by collateral. The FHLBank must obtain and maintain a se- 
curity interest in “eligible collateral” which includes: (1) whole first 
mortgages on improved residential property (not more than 90 days 
delinquent), or securities representing a whole interest in such 
mortgages; (2) securities issued, insured, or guaranteed by the 
United States Government or any agency thereof; (3) cash or depos- 
its of a Federal Home Loan Bank; (4) other real estate related col- 
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lateral acceptable to the Bank, if such collateral has a readily as- 
certainable value and the Bank can perfect its interest in the col- 
lateral; and (5) in the case of any member that qualifies as a “com- 
munity financial institution”, secured loans for small business, ag- 
riculture, or securities representing a whole interest in such se- 
cured loans. If the collateral securing an advance is insufficient to 
fully secure the advance, the member must reduce the advance 
promptly and prudently in accordance with a schedule determined 
by the FHLBank. 

Most FHLBanks use a “blanket lien” to secure their credit expo- 
sures to members. Blanket lien agreements differ among the 
FHLBanks in terms of the assets of the member that are covered 
by the blanket lien. For example, a blanket lien may cover all as- 
sets of a member, only the financial assets of a member, or it might 
cover only 1-4 family residential mortgage loans. As a matter of 
practice within the FHLBank System, when a blanket lien is used 
to secure collateral, the blanket lien will, at a minimum, cover all 
1-4 family mortgage loans. 

In lieu of a blanket lien, an FHLBank may require a “specific 
listing” of collateral from a member. Some FHLBanks view a list- 
ing requirement as a stronger form of collateral control than a 
blanket lien. FHLBanks often use a listing requirement for mem- 
bers that exhibit a higher than normal risk profile. Under a listing 
requirement, an FHLBank obtains loan level information from the 
member on all collateral that is pledged. The information is typi- 
cally updated on a quarterly basis. 

FHLBanks can also take possession of a member’s collateral by 
requiring the member to “deliver” any collateral securing an ad- 
vance. Delivery is generally required if securities are used to secure 
an advance or if the risk profile of the member is a matter of con- 
cern. FHLBanks can require delivery of collateral to the 
FHLBank’s premises or to a third party custodian. 

When examiners review the collateral that a member pledges to 
secure an advance, the focus is on whether the collateral that is 
pledged is “eligible collateral” and whether the value of the collat- 
eral is sufficient to fully secure the advance. Because Treasury se- 
curities are eligible collateral for advances under the Bank Act, an 
FHLBank may accept them as collateral if it wishes to do so; the 
Bank Act does not require an FHLBank to prefer housing-related 
collateral over Treasury securities. 

As a general rule, examiners do not monitor the characteristics 
of mortgage loans that are pledged as collateral, such as borrower 
income levels or geographic distribution. Again, the primary focus 
is on whether the collateral pledged is eligible collateral and 
whether the value of the collateral is sufficient to fully secure the 
advance. However, where examiners are concerned about the value 
of collateral securing a particular advance, they would review the 
characteristics of the mortgage loans that are pledged as collateral 
to ensure that the collateral is not overvalued by the member. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR BAYH 
FROM RONALD A. ROSENFELD 

Q.l. I have reviewed the decision making process of regulatory 
boards and commissions and believe that a board structure results 
in much better regulatory decision making than a single person 
regulator. In your experience at FHFB, have you had experiences 
where the interplay with your colleagues on the Board of Directors 
has resulted in better decision making than would have been the 
case if there were only a single regulator? 

A.l. Both models, organizations with a board of directors and those 
with a single person regulator, can work. Each has its benefits and 
costs and there are times and circumstances when one model may 
be better than the other. The decision making process in a board 
or commission model benefits from the different perspectives 
brought to the table. A drawback might be that a board is not al- 
ways able to act as quickly as circumstances might require. Often 
it is the strength and abilities of the individual or individuals that 
make an organization effective and efficient, and less about the 
structure. 

Having said that, from my experience as Chairman of the Fed- 
eral Housing Finance Board, I have been a party to decisions 
where the collaboration of members of the board made the process 
better. I would say our rule making process, for example, benefits 
as much from the collaboration of the board members before a rule 
is proposed as it does from the comments we receive from the pub- 
lic stakeholders before making the rule final. 

With respect to government sponsored enterprise (GSE) reform, 
the more critical question is whether a full-time board is necessary 
for an organization whose regulated entities would number only 14, 
all of which are in the same basic business of furthering housing 
finance. I believe the policy making and stewardship responsibil- 
ities in such an organization can be carried out effectively through 
an advisory board, as proposed in the House of Representatives-ap- 
proved GSE legislation, H.R. 1427 (H.R. 1427). The bill calls for a 
single agency responsible for the supervision and regulation of the 
Federal Home Loan Banks, Fannie Mae, and Freddie Mac. A single 
regulator would lead the agency, acting with the benefit of guid- 
ance from an advisory board comprising the Secretary of the Treas- 
ury, the Secretary of Housing and Urban Development (HUD), and 
the Chairman of the Federal Reserve Board. The advisory board 
would establish the governing principles and standards critical to 
carrying out the responsibility of overseeing the housing GSEs. 

Q.2. In reviewing the statutory authorities of the FHFB and 
OFHEO it appears that the FHFB has all of the authorities and 
independence needed of a strong regulator, and OFHEO is seri- 
ously deficient. Why did you not simply suggest that the regulation 
of Fannie Mae and Freddie Mac be moved to the FHFB and subject 
the enterprises to the FHFB statute? 

A.2. I do not believe that there is a simple way, such as subjecting 
Fannie Mae and Freddie Mac to the Federal Home Loan Bank Act, 
to address GSE reform. Any reconfiguration of the regulatory struc- 
ture for the oversight of Fannie Mae, Freddie Mac, and the Federal 
Home Loan Banks will require extensive amendments to the key 
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regulatory statutes, i.e., the Bank Act and the Federal Housing En- 
terprises Financial Safety and Soundness Act of 1992 (Housing 
Act), as well as conforming amendments to the Federal National 
Mortgage Association Charter Act and the Federal Home Loan 
Mortgage Corporation Act. This would be true regardless of wheth- 
er the Finance Board, Office of Federal Housing Enterprise Over- 
sight (OFHEO), or a newly created agency were to be charged with 
supervising all of these entities. 

The Administration has advocated the creation of a new agency 
headed by a single director and would use the Housing Act as the 
primary vehicle to achieve that result. The GSE reform bill passed 
by the House of Representatives, H.R. 1427, followed that same ap- 
proach. I see no reason to question the wisdom of that approach, 
nor do I believe that using the Bank Act as the vehicle for a new 
regulatory structure would necessarily result in a more effective 
regulatory agency. 

Moreover, I believe that H.R. 1427 includes provisions that would 
enhance the supervisory and enforcement authority of the new 
agency over the powers the Finance Board has under current law. 
For example, the Finance Board’s enforcement powers are con- 
ferred by Section 2B of the Bank Act, which generally incorporates 
by reference the enforcement powers that Congress has conferred 
on OFHEO. In other words, the enforcement powers that the Fi- 
nance Board has today are, with only minor exceptions, derived 
from the OFHEO statute. To the extent that the OFHEO statute 
is amended to enhance its enforcement powers, the new agency 
would have somewhat greater powers than the Finance Board has 
today. In addition, H.R. 1427 would give the new regulatory agency 
enhanced conservatorship powers and detailed receivership powers 
(both of which would apply to the FHLBanks, as well as Fannie 
Mae and Freddie Mac), which would improve upon the existing au- 
thority that the Finance Board has to liquidate or reorganize an 
FHLBank. 

In addition, I do not believe that any existing statute is sufficient 
to accommodate the oversight of both the FHLBanks and the En- 
terprises. The Bank Act, which was enacted in 1932, is specific to 
the Federal Home Loan Bank System, and the Housing Act is spe- 
cific to the oversight of Fannie Mae and Freddie Mac. Those statu- 
tory differences reflect fundamental differences in the structure 
and operation of the three housing GSEs. For example, the 
FHLBanks are member-owned cooperatives, whereas Fannie Mae 
and Freddie Mac are shareholder owned entities whose stocks are 
traded in the capital markets. That difference manifests itself in 
different capital structures, different board structures, and dif- 
ferent orientations toward shareholder expectations and product 
pricing. Further, the principal business of the FHLBanks is se- 
cured lending to their members, whereas the principal business of 
Fannie Mae and Freddie Mac (Enterprises) is the securitization of 
mortgage loans. 

A single unified housing GSE regulator would be a more efficient 
and effective regulator. As I stated in my prepared testimony, what 
is important is that the new regulator have the ability to fund 
itself through assessments and be out of the appropriations proc- 
ess; it should have the ability to place a GSE into receivership or 
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conservatorship; it should have the authority to approve new and 
existing business activities; and it should have the power to set and 
adjust minimum capital standards. All of these matters can be ac- 
complished by legislation that recognizes the differences between 
the FHLBanks and the Enterprises. In so doing, the Congress will 
assure that the important distinctions between the FHLBanks and 
the Enterprises are preserved. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR CARPER 
FROM RONALD A. ROSENFELD 

Q.l. The Federal Home Loan Bank System currently holds $88 bil- 
lion in private-label MBS and only $4 billion in retained earnings. 
Fifty-eight of these securities are on negative watch. Given market 
conditions, is it possible that all or most of the System’s retained 
earnings could be used to write down the private-label MBS? 

A.l. The FHLBanks own more than 1,650 private-label mortgage- 
backed securities (MBS), so it is difficult to generalize about poten- 
tial losses. Deal structures, including credit support structures, 
subordination, and pool composition are key determinants of poten- 
tial losses. We monitor the FHLBanks’ private-label MBS portfolios 
and are working to ensure that the FHLBanks maintain retained 
earnings at appropriate levels. 

As of February 19, 2008, the FHLBanks held 24 downgraded pri- 
vate-label MBS and 53 private-label MBS under negative watch by 
one or more rating agencies. The securities that have been down- 
graded or placed on negative watch represent approximately two 
percent of the FHLBanks’ private-label MBS. The remainder of the 
FHLBanks’ MBS is currently rated triple-A with a stable outlook. 
However, given the volatility in this market, the ratings of these 
securities could change. 

In general, the FHLBanks purchase triple-A “tranches” of pri- 
vate-label MBS. The performance of a particular tranche depends 
on the performance of the underlying loans and the structure of the 
particular security. The structure of a security dictates how the 
cash flows are prioritized among the security’s tranches. The prob- 
lems in the private-label MBS market are serious, but the prob- 
lems do not affect all securities the same way. For example, losses 
to an investor would be unlikely if the underlying pool of mort- 
gages is experiencing low delinquencies or has very high levels of 
credit support. 

While many private-label MBS are thought to have a market 
value below their book value, specific accounting rules govern 
whether unrealized losses need to be recognized through earnings. 
The overwhelming majority of the FHLBanks’ MBS are in held-to- 
maturity accounts. Accounting rules require losses to be recognized 
on such assets when the losses are deemed to be “other than tem- 
porary.” Factors bearing on whether a loss is other than temporary 
include, among other things: 

• The length of the time and the extent to which the market 
value has been less than cost; 

• The financial condition and near-term prospects of the issuer, 
including any specific events which may influence the oper- 
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ations of the issuer, such as changes in technology that may 
impair the earnings potential of the investment or the dis- 
continuance of a segment of the business that may affect the 
future earnings potential; or 

• The intent and ability of the holder to retain its investment in 
the issuer for a period of time sufficient to allow for any antici- 
pated recovery in market value. 

If the FHLBank determines that an MBS in a held-to-maturity 
account is likely to recover its market value losses over time, and 
if the FHLBank has both the intent and ability to hold that secu- 
rity to maturity, then it need not record a loss. 

Q.2. What are you doing about this and when can we expect the 
Finance Board to issue a proposed rule on retained earnings? 

A.2. In August 2003, the Office of Supervision issued Advisory Bul- 
letin 03-08 that called on each FHLBank to assess the adequacy 
of its retained earnings in a systematic fashion. This guidance was 
a part of a continuing supervisory focus on the adequacy of re- 
tained earnings. At the end of June 2003, retained earnings were 
$746 million or 0.09 percent of assets. By the end of 2007, retained 
earnings had increased to $3.7 billion or 0.29 percent of assets. 

We expect the FHLBanks to continually assess the adequacy of 
their retained earnings in light of market conditions and adjust 
their retained earnings accordingly. We shortly will be giving in- 
structions to each FHLBank to prepare a substantive analysis of 
the credit risk exposure stemming from MBS. We will expect them 
to prepare and submit that analysis to us within 30 days. We will 
then consider these submissions when we determine the adequacy 
of each FHLBank’s retained earnings. 

Although the Finance Board, in 2006, issued a proposed rule gov- 
erning the minimum amount of retained earnings each FHLBank 
should have, we deferred any action on the proposed rule. A revised 
retained earnings proposed rule is not currently under active con- 
sideration by the Finance Board. 

Q.3. Also can you provide this committee with a list of the down- 
graded securities? 

A.3. The MBS holdings of individual FHLBanks are obtained as 
part of the supervisory process and are confidential bank super- 
visory information. I can, however, provide an overview of the 
downgraded securities in the FHLBanks’ MBS portfolios. As of Feb- 
ruary 19, 2008, the FHLBanks held: 

• 14 MBS that had been downgraded to single-A, from triple-A, 
with a book value of $88.8 million; of these, 10 securities with 
a book value of $16.8 million remain on negative watch; 

• 10 MBS that had been downgraded to double-A with a book 
value of $413.9 million; of these, 8 securities with a book value 
of $373.9 million remain on negative watch; and 

• 53 MBS securities rated triple-A with a book value of $1.2 bil- 
lion, were placed under negative watch by one or more rating 
agencies. 

The securities that have been downgraded and/or that are on 
negative watch constitute two percent of the FHLBanks’ private- 
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label MBS holdings. All their remaining private-label MBS are cur- 
rently rated triple-A, and are not on negative watch. However, 
given the volatility in this market, the ratings of these securities 
could change. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO 
FROM RONALD A. ROSENFELD 

One of the areas that I believe needs more debate and vetting 
is the strengths and weaknesses between affordable housing goals, 
affordable housing programs, and an affordable housing fund. 
Fannie and Freddie have affordable housing goals, the Federal 
Home Loan Banks have an affordable housing program, and the 
House passed GSE reform legislation would establish a new hous- 
ing fund with goals. The most recent GSE reform legislation that 
passed the Senate Banking Committee did not have a housing 
fund. 

Q.l. What are the strengths and weaknesses between affordable 
housing goals, affordable housing programs, and an affordable 
housing fund like the House approach? 

A.l. Affordable housing goals, the Affordable Housing Program 
(AHP), and an affordable housing fund provide alternative mecha- 
nisms for addressing affordable housing problems and needs. The 
affordable housing goals applicable to Fannie Mae and Freddie Mac 
establish targets for their purchases of mortgages in three cat- 
egories: low- and moderate-income households; housing located in 
central cities, rural areas, or other underserved areas; and a spe- 
cial affordable category covering low-income households in low-in- 
come areas or very low-income households. The AHP requires that 
each FHLBank use 10 percent of its net income to operate an af- 
fordable housing program. The proposed affordable housing fund 
would require Fannie Mae and Freddie Mac to contribute annually 
an amount equal to 1.2 basis points of their prior year’s total mort- 
gage portfolios, to be allocated by the HUD Secretary to states and 
Indian tribes for affordable owner-occupied and rental housing, and 
for targeted economic and community development. The first two 
approaches, affordable housing goals and the AHP, have operated 
for well over a decade. The proposed affordable housing fund would 
be new and includes some features analogous to those of the AHP, 
such as the contribution of earnings to fund the subsidy. As Chair- 
man of the Federal Housing Finance Board, I am most familiar 
with the AHP and can best provide insights on the operation and 
characteristics of this program. 

The AHP subsidizes the cost of owner-occupied housing for indi- 
viduals and families with incomes at or below 80 percent of the 
area median income (AMI), and rental housing in which at least 20 
percent of the units are reserved for households with incomes at or 
below 50 percent of AMI. The subsidy may be in the form of a 
grant or a below-cost or subsidized interest rate on an advance. 
Each FHLBank funds its own AHP annually by contributing 10 
percent of its previous year’s net income after the Resolution Fund- 
ing Corporation payment. In 2007, the 12 FHLBanks contributed 
a combined $295 million to the AHP; since 1990, the FHLBanks 
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have contributed about $3.2 billion to assist eligible affordable 
owner-occupied and rental housing. 

The FHLBanks award AHP funds through a competitive applica- 
tion program and a homeownership set-aside program. In the com- 
petitive program, members submit applications on behalf of one or 
more sponsors of eligible housing projects. Projects must meet cer- 
tain eligibility requirements and score successfully in order to ob- 
tain funding. Under the homeownership set-aside program, an 
FHLBank may allocate up to the greater of $4.5 million or 35 per- 
cent of its AHP funds each year to assist low- and moderate-income 
households purchase or rehabilitate homes, provided that at least 
one-third of the FHLBank’s homeownership set-aside allocation is 
made available to assist first-time homebuyers. Members obtain 
the AHP set-aside funds from the FHLBank and then use them as 
grants to eligible households. Homeownership set-aside funds may 
be used for down payment, closing cost, counseling or rehabilitation 
assistance in connection with the household’s purchase or rehabili- 
tation of an owner-occupied unit. Each FHLBank sets its own max- 
imum grant amount, which may not exceed $15,000 per household. 

The structure and operation of the AHP exhibit a number of 
strengths on which I elaborate in my response to the question 
below. I believe that key lessons we have learned are that program 
flexibility and local decision-making are preferable to a prescrip- 
tive, centralized Washington-defined and driven program, but that 
a strong supervisory foundation should accompany program flexi- 
bility. The Bank Act has provided flexibility to the Finance Board 
as regulator to adjust the AHP as conditions warranted; the Fi- 
nance Board has amended the AHP regulation a number of times, 
including substantively in 1998 and 2006. The Finance Board has 
strengthened its AHP examination program and completed the de- 
velopment of a modernized AHP database to provide enhanced 
measurement of program outcomes. 

Q.2. If we go down the track of creating a housing program or 
housing trust fund for Fannie and Freddie, what is the appropriate 
amount of resources that should be spent, who should allocate the 
funds, and how should the funds be spent? 

A.2. The AHP offers one model of a successful program to support 
affordable housing. The AHP’s design ensures that the funds are 
used for eligible purposes to meet the statutory requirement that 
the preponderance of the subsidy directly benefits very low, low- 
and moderate-income households. In the case of the AHP, the 
FHLBanks bear the administrative costs of the program as well. 
The flexibility of the program allows it to respond to local housing 
conditions and needs, adapt to evolving market conditions and cap- 
italize on innovations in affordable housing finance. Program deci- 
sion-making and eligibility requirements are transparent and not 
subject to political or corporate influence in the use and distribu- 
tion of funds. 

The following seven program features contribute to the efficient 
and effective use of program funds and help to protect the AHP’s 
integrity: 

Basic Eligibility Requirements — Regulatory and statutory eligi- 
bility requirements are clear and public. Under the competitive 



156 


program, any rental or homeownership project that meets the 
eligibility criteria may apply regardless of corporate or political 
affiliation. Under the homeownership set-aside program, 
households that meet the eligibility requirement may apply to 
a member lender for down payment, closing cost or rehabilita- 
tion assistance, typically on a first-come-first-served basis. 
Competitive Scoring System — The scoring system is trans- 
parent and accessible to the public. Applicants receive points 
based on the extent to which the projects meet defined, largely 
objective criteria. In each funding round, the FHLBanks must 
fund the highest scoring applications in the order of their rank- 
ing by points until the available amount of subsidy is ex- 
hausted. Applications are not judged on any merits outside of 
the scoring system, and “lobbying” for certain applications or 
projects has no effect on the scoring outcome or the decision to 
fund the project. 

Timely Awarding of Funds — Each FHLBank’s annual contribu- 
tion of AFIP subsidies must be used by or committed to eligible 
projects within that year. Consequently, the FHLBanks an- 
nounce the successful applications within a few months of re- 
ceiving the applications. Funding decisions are clear, quick, 
and public. 

Recapture of Misused or Unused AHP Subsidies — If a project 
sponsor or household receives AHP subsidy that it does not use 
for the duration of the affordability retention period or does not 
use in accordance with the AHP requirements, the FHLBank 
must recapture the amount of AHP subsidy. Recapture ensures 
that AHP funds that are not used properly are repaid to the 
AHP and used for subsequent projects and are not “lost” to the 
program. This liability for recapture is a financial incentive for 
the FHLBanks to operate the program in strict conformance 
with the requirements of the statute and regulation. 

Conflicts of Interest Policies — The FHLBanks establish and ad- 
here to conflicts of interest policies that are applicable to 
FHLBank directors, to management and staff, to FHLBank 
member lenders, and to Advisory Council members. 

Oversight by a Public Advisory Council — Each FHLBank has 
an Advisory Council comprising housing and community in- 
vestment practitioners and experts. These councils advise their 
respective FHLBanks on affordable housing needs in the dis- 
trict and the use of AHP subsidies, set and review scoring cri- 
teria, and evaluate the outcomes of funding rounds. 

Oversight by the Federal Regulator — The Federal Housing Fi- 
nance Board conducts examinations of the FHLBanks’ AHPs. 
These examinations cover both the FHLBanks’ compliance 
with the operational requirements of the AHP, and the 
FHLBanks’ oversight of projects’ compliance with the low-or- 
moderate-income targeting and affordability requirements of 
the program. 

Q.3. Does it make sense to have both housing goals and a housing 

program for Fannie and Freddie? 
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A.3. The existing housing goals and the affordable housing fund 
proposed in the House-approved GSE reform legislation operate in 
different ways, may reach different beneficiary groups or fulfill dif- 
ferent purposes, and need not be mutually exclusive. The housing 
goals focus on the operation of the basic business of the enter- 
prises — purchasing mortgages on the secondary market — and pro- 
vide benefits indirectly. The 1992 legislation initially establishing 
the affordable housing goals for the Enterprises referred to their 
“. . . affirmative obligation to facilitate the financing of affordable 
housing for low- and moderate-income families in a manner con- 
sistent with their overall public purposes, while maintaining a 
strong financial condition and a reasonable economic return.” One 
effect of the housing goals could be to extend the reach of the pri- 
vate market to lower income groups while also contributing posi- 
tively to the bottom line of the enterprises. An affordable housing 
fund or program would use funds earned by the Enterprises to pro- 
vide an explicit subsidy to affordable housing projects or initiatives 
that meet established criteria. The specific focus for any funding 
cycle could change to reflect current market conditions and needs 
and would not necessarily be connected to the secondary market. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO 
FROM RICHARD F. SYRON 

One of the areas that I believe needs more debate and vetting 
is the strengths and weaknesses between affordable housing goals, 
affordable housing programs, and an affordable housing fund. 
Fannie and Freddie have affordable housing goals, the Federal 
Home Loan Banks have an affordable housing program, and the 
House passed GSE reform legislation would establish a new hous- 
ing fund with goals. The most recent GSE reform legislation that 
passed the Senate Banking Committee did not have a housing fund 

Q.l. What are the strengths and weaknesses between affordable 
housing goals, affordable housing programs, and an affordable 
housing fund like the House approach? 

A.l. There are many factors that impact the availability of afford- 
able housing including, for example, the availability of mortgage 
credit and the physical supply of housing. There are also different 
policy tools that are designed to address those factors. As discussed 
below, housing goals, a duty to serve, and an AHF have varying 
strengths and weaknesses in their ability to address affordable 
housing needs. 


HOUSING GOALS 

A key strength of the affordable housing goals is that they help 
ensure the availability of mortgage credit to low- and moderate-in- 
come families and families living in underserved communities by 
requiring that certain percentages of the enterprises’ mortgage pur- 
chases finance mortgages made to these families, or finance afford- 
able rental housing. Housing goals thus leverage the ability of the 
enterprises to provide liquidity to the secondary mortgage market, 
and also produce a measurable policy outcome. 
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However, goals and subgoals set in excess of what the primary 
market originates should be avoided to prevent adverse unintended 
consequences, such as over-extension of mortgage credit that can in 
turn result in increased borrower foreclosures and credit losses. In 
fact, a disproportionate share of our credit losses is attributable to 
loans that qualify for one of HUD’s affordable housing goals. These 
loans incur losses approximately two times the rate of non-goal 
qualifying loans. 

To be effective, the GSE regulator must consider prevailing mar- 
ket conditions in making a determination with respect to goals 
achievement and must have responsibility to recalibrate the goals 
in response to changes in market conditions. Finally, the number 
of goals and subgoals should be limited; when market conditions 
are volatile and, as the number of goals increase, so too does the 
likelihood that all goals and subgoals are not concurrently feasible. 
A mix of feasible and infeasible goals that are equally enforceable 
will create unintended market distortions. 

A key weakness of the housing goals is that they can only ad- 
dress the availability of mortgage credit and not other issues that 
are important to enhancing sustainable home ownership, such as 
the supply of affordable housing. 

DUTY TO SERVE 

In addition to numerical goals, the GSE reform bill passed by the 
House of Representatives in May 2007, H.R. 1427, and the bill in- 
troduced by Senator Reed in November 2007, S. 2391, would create 
an explicit duty to serve underserved markets that would require 
the enterprises to increase investments in products and develop 
credit policies that promote lending in certain affordable housing 
areas that policymakers designate as underserved by the market. 
The duty to serve also would be fully enforceable in the same man- 
ner as the housing goals. 

Given the imprecise nature of a duty to serve, we believe that 
the regulator should have flexibility to assess an enterprise’s com- 
pliance with a duty to serve and that enforcement should not be 
punitive. For example, the regulator should not be required to 
automatically subject an enterprise to the full panoply of cease- 
and-desist and civil money penalty enforcement tools for failure to 
achieve a single aspect of the duty to serve. 

Finally, any duty to serve must be limited in number, duration, 
and total financial burden to ensure that the duty does not impair 
the enterprises’ additional mission responsibilities to provide li- 
quidity and stability to the market or impair the enterprises’ safety 
and soundness. Unless the regulator must review these under- 
served designations periodically, there is a significant risk of im- 
posing a continuing legal duty on the enterprises even after the 
policy basis for such a designation ceases to exist. 

An alternative means to focus the enterprises’ attention on cer- 
tain housing markets, is through establishing a bonus points incen- 
tive system, within, not in addition to, the numerical goals frame- 
work. 
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AFFORDABLE HOUSING FUND 

A principal strength of an AHF is that it directly increases the 
supply of affordable housing by subsidizing the construction or 
preservation of such housing. Because an AHF targets the con- 
struction and preservation of affordable housing and mandates 
spending funds for such purposes, it helps ensure that affordable 
housing will be built or preserved. If the objectives and manage- 
ment of an AHF are sufficiently flexible, direct subsidies can also 
be combined with other federal, local or private money to leverage 
the effect of the subsidies and provide an even greater supply of af- 
fordable housing. An AHF analogous to the affordable housing pro- 
gram (AHP) that the FHLBs must establish, could encourage in- 
vestments and innovations that complements the core affordable 
responsibilities of the enterprises. 

A principal weakness of the AHF model with respect to the en- 
terprises is that it does not leverage our expertise in providing li- 
quidity and stability to the residential mortgage market. The enter- 
prises are designed to provide a secondary market in support of 
mortgage finance, not provide direct subsidies to particular forms 
of affordable housing. 

We believe that the establishment of an AHF should not be 
viewed in isolation, but rather in the context of our overall afford- 
able housing mission and other regulatory requirements. With this 
perspective in mind, if GSE reform legislation that includes an 
AHF is crafted appropriately, it could be an effective means 
through which we advance our affordable housing mission. 

Q.2. If we go down the track of creating a housing program or 
housing trust fund for Fannie and Freddie, what is the appropriate 
amount of resources that should be spent, who should allocate the 
funds, and how should the funds be spent? 

A.2. Freddie Mac believes that if the enterprises are required to 
fund an AHF, the enterprises’ contributions must be tied to profit- 
ability, rather than based on a poll tax on each enterprises’ total 
portfolio, as in H.R. 1427, or new mortgage purchases, as in S. 
2391. In this way, the success of the fund would be more closely 
tied to the success of the enterprises. This type of alignment has 
been successful for the FHLBs’ AHP, on which the AHF is modeled. 

There are sound policy reasons for linking AHF contributions to 
profitability. Congress created the enterprises to harness private 
capital to bring liquidity, stability and affordability to the nation’s 
housing finance system in all economic environments — a vital role, 
as current market conditions demonstrate. When markets are calm 
and business is profitable, the enterprises can make a reasonable 
AHF contribution without significant damage to the residential 
mortgage market. However, a contribution formula based on vol- 
ume of business would not adequately take into account adverse 
economic times — when the enterprises are most needed. For exam- 
ple, had either H.R. 1427 or S. 2391 been in effect in 2007, the en- 
terprises’ 2008 AHF contribution would have been about $550 mil- 
lion. The resulting decrease in the enterprises’ capital bases would 
remove about $17 billion of liquidity from the mortgage finance 
system in 2008. 
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In the event the enterprises continue to be subject to numerical 
housing goals and are also required to fund an AHF, we believe 
that allocations to the AHF should be limited in recognition of the 
financial impact of numerical goals. 

If an AHF is created by Congress, we support the approach taken 
in H.R. 1427 and S. 2391 whereby the enterprises’ regulator would 
be responsible for the AHF’s administration. The enterprises do not 
possess the requisite expertise for making grants on a large-scale 
and for monitoring compliance with the terms under which funds 
would be provided to housing and community organizations. 

Q.3. Does it make sense to have both housing goals and a housing 
program for Fannie and Freddie? 

A.3. We do not believe the enterprises need both housing goals and 
a housing program to help meet the affordable housing needs of 
low- and moderate-income families and families living in under- 
served communities that the housing goals are intended to help. In 
the event legislation includes both provisions, we would urge the 
Congress to take into account the full impact of any expansion of 
the enterprises’ affordable housing obligations including multiple 
and potentially overlapping housing goals and subgoals, creation of 
an enforceable duty to serve, and establishment of an AHF. 

In summary, it is important that the enterprises have objective 
affordable housing goals to which they are held accountable. How- 
ever, we must ensure that we do not end up with too many goals 
that are too confusing and with too much potential to have per- 
verse, if unintended consequences. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO 
FROM DANIEL H. MUDD 

One of the areas that I believe needs more debate and vetting 
is the strengths and weaknesses between affordable housing goals, 
affordable housing programs, and an affordable housing fund. 
Fannie and Freddie have affordable housing goals, the Federal 
Home Loan Banks have an affordable housing program, and the 
House-passed GSE reform legislation would establish a new hous- 
ing fund with goals. The most recent GSE reform legislation that 
passed the Senate Banking Committee did not have a housing 
fund. 

Q.l. What are the strengths and weaknesses between the afford- 
able housing goals, affordable housing programs, and an affordable 
housing fund like the House approach? 

A.l. To achieve the affordable housing goals, Fannie Mae has de- 
voted more than half of its business to serving underserved fami- 
lies and communities. At the very minimum, the housing goals 
have helped to ensure that the GSEs’ effort and performance in 
serving the housing finance needs of low- and moderate-income 
households and underserved areas lined up with the performance 
of the market. More than that, Fannie Mae’s affordable housing 
initiatives — including our voluntary minority lending stretch 
goals — may well have helped to transform the market. Clearly, 
more needs to be done because too many families and communities 
remain underserved by housing finance, and the current housing 
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correction is hitting underserved families harder and threatening 
the nation’s progress. But we believe the objective of the affordable 
housing goals has been achieved, as the GSE commitment — and 
achievement — of the goals has promoted significant innovation in 
sustainable affordable housing finance and helped to advance 
homeo wnership . 

Along the way, a hidden strength of the GSEs’ regulatory regime 
was the way in which the goals were integrated into the business 
practices of the two enterprises. The goals provided their intended 
incentives; they encouraged the GSEs to harness their human cap- 
ital, technology, standardization, risk management expertise, prod- 
uct development and innovation, and capital market access on be- 
half of the housing finance needs of low- and moderate-income fam- 
ilies and underserved areas. The housing goals encouraged the 
GSEs to use private-sector skills — the skills needed to succeed as 
a for-profit, shareholder-owned company competing in a highly- 
competitive global market — to serve the targeted populations. 

The affordable housing goals are an important part of our mis- 
sion, and Fannie Mae has worked hard to achieve the goals. How- 
ever, we believe that any new legislation should address several 
weaknesses in the current goals regime. 

First, the goals have now exceeded the available market opportu- 
nities presented to the GSEs. The current housing and mortgage 
market correction, tightened lending standards and collapse of 
lending to borrowers with imperfect credit has vastly reduced the 
supply of loans in the market that meet current HUD goals. We 
recognize that increasing the goals has prodded GSEs to do more 
to meet the nation’s affordable housing needs and expand home- 
ownership to underserved families and communities, and to play a 
leadership role in the market by creating a source of capital for 
loans that might not otherwise have been made. We embrace — and 
pursue — those objectives in our business activities every day. But 
when the market for goals-related loans falls below the goal re- 
quirements, in spite of our best efforts to promote more affordable 
lending, then the goals can encourage market-distorting activities. 

In particular, when the goals exceed actual market opportunities, 
meeting them requires the GSEs to pay a premium over market 
prices — often a substantial premium — for loans that meet goals re- 
quirements. We are concerned that may promote unsustainable 
lending. One alternative would be to reduce our participation in 
loans that do not meet the housing goals, including lending to mid- 
dle-class families, thus reducing the denominator of the goals cal- 
culation. That, of course, would contradict the liquidity mission for 
which the GSEs were chartered by Congress. 

Second, over time, managing compliance with the goals has be- 
come increasingly complex. In the 2004 rule-making, HUD added 
three home purchase subgoals to the existing three goals and an 
existing multifamily special affordable subgoal. This new layer of 
complexity has added to the administrative challenges of meas- 
uring, tracking, and reporting goals performance and complying 
with other aspects of the regulations. The complexity has also cre- 
ated situations where the goals and subgoals can conflict with one 
another. For example, because the goals and subgoals are meas- 
ured as a percent of our total business, efforts to close a gap in our 
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performance on the low- and moderate-income subgoal would make 
it harder to meet the special affordable housing subgoal — unless 
the purchased loan met both subgoals simultaneously. 

Third, the goals are not aligned with the affordable housing re- 
quirements of other regulated financial institutions that participate 
in the mortgage market — those that have such requirements; many 
do not. For example, the Community Reinvestment Act, which ap- 
plies to banks and thrifts, has rules and incentives that differ sig- 
nificantly from the GSE affordable-housing goals. Likewise, Fannie 
Mae and Freddie Mac must meet affordable housing goals, while 
the Federal Home Loan Banks, also GSEs, are required only to op- 
erate an Affordable Housing Program (AHP) that makes grants in 
support of affordable housing developments and first-time home- 
buyer programs. H.R. 1427 contemplates that Fannie Mae and 
Freddie Mac would also be required to contribute to a program 
similar to AHP (though unlike the FHLB program, H.R. 1427 
would not permit the GSEs to manage the fund). Fannie Mae 
would encourage that legislation to improve GSE affordable lending 
requirements align the goals and incentives of all the players in 
the primary and secondary mortgage market. 

Fourth, recent legislative proposals have included a provision 
that would impose a new duty on the GSEs to serve certain under- 
served markets by increasing the liquidity of mortgage investments 
and improving the distribution of investment capital available for 
mortgage financing for these markets. Specifically, the GSE would 
be required to lead the industry in developing loan products and 
flexible underwriting guidelines to facilitate a secondary market in 
at least three specified markets — manufactured housing, affordable 
housing preservation, and rural housing. This new duty to serve 
underserved markets would be in addition to the GSEs’ continuing 
commitment to meet affordable housing goals and the GSEs’ new 
commitment to contribute to an affordable housing fund. 

Fannie Mae stands ready to address the specific housing needs 
identified by Congress as part of a new mission framework. How- 
ever, we are concerned that if this new requirement is crafted as 
an enforceable subgoal and defined in a quantitative manner, it 
would create a burdensome inefficiency in our business. We would 
support Duties to Serve that were articulated and enforced in a 
manner that is flexible and consistent with market opportunities, 
encouraged the GSEs to lead the industry with both quantitative 
and qualitative contributions, and that did not impose any addi- 
tional unintended costs on our business to meet these require- 
ments. 

Finally, regarding the strengths of affordable housing programs 
and an affordable housing fund, we believe they appropriately pro- 
vide critical subsidy dollars to the affordable lending equation. Ab- 
sent some form of subsidy, the private sector GSE or otherwise 
cannot reliably finance housing that is affordable to the very low- 
est-income families. 

However, we would offer that a principal weakness currently in 
the nation’s housing programs is that affordable housing developers 
need to seek subsidies from multiple sources in order to make their 
projects succeed. The layering of subsidies and the complexity of 
meeting different rules and program requirements in the develop- 
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ment of affordable housing increases “soft” costs that eat up too 
much of the scarce subsidy dollars. Certainly, the consideration of 
a new federal program financed by GSE dollars would need to ad- 
dress — or at least avoid exacerbating this problem. 

Below is a brief description of how the housing goals work today. 

• By statute, a percentage of Fannie Mae’s mortgage purchases 
every year must serve targeted segments of the home-buying 
public: low- and moderate-income families, families with very 
low incomes, and families living in underserved communities. 
The Department of Housing and Urban Development (HUD) 
sets those goals by regulation. HUD’s current regulations, pro- 
mulgated in 2004, increased the housing goals levels for 2005- 
2008, increased the special affordable multifamily subgoal, and 
created new home purchase subgoals. 

• For 2007, the annual housing goals were as follows: 55 percent 
of the dwelling units financed by Fannie Mae’s mortgage pur- 
chases must be affordable to low- and moderate-income fami- 
lies (families with incomes at or below the area median in- 
come); 25 percent must be affordable to very low-income fami- 
lies (families with incomes less than 60 percent of area median 
income) or low-income families living in low-income areas; and 
38 percent must be affordable to families living in underserved 
areas. 

• In addition, the multifamily special affordable subgoal sets a 
minimum dollar volume of qualifying multifamily mortgage 
purchases that Fannie Mae must meet annually. The most re- 
cent goal was set at $5.49 billion. 

• The home purchase subgoals are expressed as percentages of 
the total number of mortgages purchased (rather than dwelling 
units financed by mortgage purchases) by Fannie Mae that fi- 
nance the purchase (not refinance) of single-family, owner-oc- 
cupied properties located in metropolitan areas. For 2007, the 
subgoals were as follows: 47 percent of Fannie Mae’s purchases 
of home purchase mortgages on single-family, owner-occupied 
properties in metropolitan areas must serve low- and mod- 
erate-income families, 18 percent must serve very low-income 
families or low-income families living in low-income areas, and 
33 percent must serve families living in underserved areas. 

Q.2. If we go down the track of creating a housing program or 
housing trust fund for Fannie and Freddie, what is the appropriate 
amount of resources that should be spent, who should allocate the 
funds, and how should the funds be spent? 

A.2. Fannie Mae supports the creation of an affordable housing 
fund calculated from net income that is aligned with the objectives 
of the affordable housing goals and strengthens our public mission. 
We believe the most effective approach to such a fund would be to 
link our contribution to our net income, rather than the size of our 
book of business or new loan acquisitions. In addition, we believe 
there should be provisions that permit a GSE to suspend payments 
to the fund if the payments would risk a depletion of capital to a 
level that is inconsistent with the GSEs’ established capital man- 
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agement practices or — since the contribution is based on net in- 
come — if we were not able to achieve a profit in the previous year. 

Fannie Mae has also stated that we believe the GSEs should 
manage the affordable housing fund, rather than transferring com- 
pany resources to the government or a third party to administer 
the funds. While on the face of it, enabling the GSEs simply to 
“write a check” would free us from the administrative costs and re- 
quirement of managing the fund, we believe the most efficient and 
effective use of the funds would be to harness them to enhance our 
ongoing affordable housing efforts including, but not limited to, the 
goals. In particular, if managed by the GSEs, the affordable hous- 
ing funds would permit us to marry this subsidy with our private 
capital investments to more effectively serve underserved families 
and communities. This approach provides a unique opportunity to 
promote affordable housing efforts that are scalable and replicable, 
consistent with the GSE business model. GSE management of an 
Affordable Housing Fund would permit — and encourage — us to 
work directly with, and assist, the network of state and local af- 
fordable housing partners we have built over the years of commu- 
nity investment work. We believe the GSEs should manage the 
fund in regular consultation with Congress and our regulator, in- 
cluding filing an annual plan and report on our efforts. We should 
manage the fund, and we should be held accountable for the re- 
sults. 

Conversely, we are concerned that if a separate affordable hous- 
ing program is created with GSE contributions but not GSE man- 
agement, the result would be another federal program — in essence, 
yet another layer of federal affordable housing subsidies with its 
own set of rules. The new program would certainly provide more 
resources for affordable housing, but would also increase trans- 
action and other “soft costs” that would dilute the impact of the 
new dollars. 

Q.3. Does it make sense to have both housing goals and a housing 
program for Fannie and Freddie? 

A.3. This is an important issue because of the potential for the two 
combined — meeting the affordable housing goals and supporting an 
affordable housing fund — to impose an inordinate and 
unsustainable cost to the GSEs, ultimately undermining their abil- 
ity to serve the market as a private enterprise. If Congress does 
wish to retain both requirements, Fannie Mae believes that hous- 
ing goals requirements and an affordable housing program could 
exist side-by-side under these conditions: 

• The combined cost of the affordable housing goals and the af- 
fordable housing program does not hinder the ability of the 
GSEs to succeed as privately-owned companies in a highly 
competitive market, or impede their core missions of providing 
liquidity and stability to the broader housing finance system; 

• The housing goals requirements are consistent with the real- 
istic market opportunities for the secondary market, such that 
the goals do not impose inordinate costs on the companies in 
addition to the amount required to support the affordable 
housing fund; and 
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• The requirements are integrated: That is, the GSEs should be 
able to apply the affordable housing fund resources to help the 
companies to address the other mission requirements estab- 
lished by Congress in the legislation. 

Ultimately, we believe that in establishing GSE affordable hous- 
ing requirements — housing goals and/or housing fund, or other- 
wise — it is important to recognize that we fulfill our public charters 
through private enterprise. That means permitting the enterprises 
to harness and pursue private sector efficiencies, strategies, inno- 
vations. It also means recognizing that market forces are an impor- 
tant consideration. Finally, it means bearing in mind the trade-offs 
that are inherent in the use of private capital in lieu of public fund- 
ing to achieve a national policy goal. To be specific, the require- 
ments of private enterprise include marshaling, conserving and de- 
ploying capital wisely; maintaining a high degree of financial safety 
and soundness; managing business and financial risk; being com- 
petitive; and being profitable in order to provide a return to share- 
holders who finance the enterprise. 

Fannie Mae is deeply committed to our affordable housing mis- 
sion, and we recognize that fulfilling that mission requires us to op- 
erate as a successful, ongoing enterprise. We believe that Congress 
has a unique opportunity to modernize our affordable housing re- 
quirements for the betterment of both the GSEs and low- and mod- 
erate-income homeowners and renters. We look forward to working 
with you to achieve that goal, and thank you for the opportunity 
to share our views. 
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GSE REGULATORY REFORM • A DIFFERENT POINT OF VIEW 


We appreciate this opportunity to present our views regarding proposed reforms of the 
regulation of the federal housing GSEs. 

We have served on the Federal Housing Finance Board (FHFB) for a combined total of 
almost nine years and have participated in developing FHFB policies and regulations of 
the Federal Home Loan Bank System. Participation in those decisions was instructive 
and helped shape our views on the importance of the FHFB and what is needed in the 
future. 

Our primary long run objective is to continue the progress we are making in turning the 
FHFB into a “world class” regulator of the Federal Home Loan Bank System - a 
regulator responsible for the safety and soundness, as well as the mission, of the 
System. In his testimony, FHFB Chairman Ronald Rosenfeld briefed you on the 
extraordinary efforts of the Federal Home Loan Banks to mitigate the impact of the 
freezing up of financial markets, so we will not repeat those statistics. However, we do 
note that the FHFB's strong regulatory oversight of the Federal Home Loan Banks was 
an important factor in the ability of the Federal Home Loan Bank System to perform that 
critical role. As we have worked together on these challenging issues, we should note 
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that it has been a pleasure to work with the Chairman and our other colleagues on the 
Board. We each bring different experiences, expertise, and regulatory philosophies to 
our current responsibilities. However, it is because of those differences that we are able 
to do a more thoughtful and effective job of regulating the Federal Home Loan Banks. 

It is these experiences that make us optimistic about the future of the FHFB and the 
Federal Home Loan Bank regulatory system, particularly since the Federal Home Loan 
Banks have served as the primary federal agency responding to the current crisis in the 
financial markets. We have carefully and successfully balanced safety and soundness 
with our housing finance mandate in order to prevent the meltdown of credit markets in 
August of 2007 from turning into an even worse financial market crisis. 

On the matter of GSE regulatory reform, each one of us on the FHFB holds his or her 
own views. No single member of the Board of Directors can speak for the agency. 
Hence, our views on GSE reform are our personal views. 

Stated simply, we oppose folding the regulation of the Federal Home Loan Banks into a 
single GSE regulator. The central issues at hand relate to the statutory powers of 
OFHEO, the regulator of Fannie Mae and Freddie Mac. Little if anything in the debate 
has any relevance to the Federal Home Loan Banks or FHFB. 

We see few if any potential benefits for the regulation of the Federal Home Loan Banks, 
from such a change, and we see significant downside risk. The regulatory regime and 
the activities of the Federal Home Loan Banks have little in common with the regulatory 
regime and activities of Fannie Mae and Freddie Mac, currently regulated by OFHEO. 
Because the regulatory issues and challenges are so different (and the issues 
surrounding Fannie Mae and Freddie Mac are so much more visible), we fear that the 
quality of the regulatory oversight of the Federal Home Loan Banks 1 safety and 
soundness would suffer and the System’s mission could be substantially diminished. 

We take as our starting point the following: 

• We are firm believers in the mission of the Federal Home Loan Bank System - to 
provide needed liquidity and support housing finance; 

• Since the 1930's, the Federal Home Loan Bank System has ably served as an 
essential element of the nation’s housing finance system and as a key institution 
in implementing community and economic development goals; 

• We do not agree with those who claim that because of changes in the private 
capital markets, the Federal Home Loan Bank System is now obsolete; and 

• We believe the most effective way to assure the safety and soundness and 
robust mission of the FHLBank System is to maintain the FHFB as the 
independent regulator, led by a five-member Board of Directors. 
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THE ADMINISTRATION’S GSE REFORM PROPOSAL 

Central to the Administration’s proposal is the strengthening of the legal authorities of 
the regulator of Fannie Mae and Freddie Mac. Furthermore, the administration 
proposes to consolidate the supervision of Fannie Mae, Freddie Mac and Federal Home 
Loan Banks into a "new" regulatory body headed by a single administrator, rather than a 
multi-person financial regulatory board, such as the Securities Exchange Commission 
(SEC), the Federal Deposit Insurance Corporation (FDIC), the National Credit Union 
Administration (NCUA), the Federal Reserve Board (FRB) and the FHFB. Would this 
really be a more desirable regulatory structure for the financial institutions they 
regulate? Would a single regulator overseeing all of the housing GSEs be a preferable 
regulatory structure? We think not. 

Having served on multi-person federal financial regulatory agencies, we believe that 
better policy decisions result from the interplay of regulators with different backgrounds 
and perspectives. The designers of FRB, the SEC, the NCUA, to mention only a few 
examples, understood the need for this diversity of power and thought. 

In many presentations promoting the Administration’s proposed GSE bill, OFHEO 
makes five basic arguments in support of their version of a GSE reform plan. We would 
like to comment on those five arguments and demonstrate that they are largely 
irrelevant when applied to the regulation of Federal Home Loan Banks. 


1. Bank-Reoulator-LIke Powers 

The first argument that has been made is that the new housing GSE regulator needs 
‘bank-regulator-like powers." OFHEO, or its successor, claims to need independent 
litigation authority and receivership authority to effectively regulate Freddie Mac and 
Fannie Mae. 

The FHFB already has independent litigation authority and expansive regulatory powers 
to reorganize and liquidate a Federal Home Loan Bank. No reform legislation is 
essential in order to arm the current Federal Home Loan Bank regulator with additional 
powers. 

2. Independence 

OFHEO contends that “regulatory independence for the GSE regulator must be 
strengthened”. However, the FHFB is independent of the political control of any 
Administration. 

OFHEO argues that OFHEO or its successor GSE regulator should be freed from the 
congressional budget process in order to assure independence. However, FHFB 
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already has Independent budget authority and there Is no need for legislation to assure 
the policy or budget independence of the FHFB. 

Finally, with no evidence or discussion, OFHEO asserts that "greater regulatory muscle 
and independence will be provided by combining the agency with the FHFB, the 
regulator of the Federal Home Loan Banks." 

The FHFB already has the strength and the independence to perform its regulatory 
functions adequately and efficiently. The FHFB does not need new legislation to 
achieve these regulatory objectives. Furthermore, we do not see how eliminating the 
FHFB would provide OFHEO with independence and muscle that it cannot realize on its 
own. 


3. Mission and New Product Authority 


Third, OFHEO argues that since the current authority over the mission and products 
offered by Freddie Mac and Fannie Mae is vested in HUD, OFHEO is left in the difficult 
position “of considering only safety and soundness elements of activities that could be 
in violation of an Enterprise’s charter.” The FHFB already exercises authority over the 
Federal Home Loan Banks’ mission and new product offerings. Hence, no new 
authority is needed by the regulator of the Federal Home Loan Banks. 


4. Flexible Capital Requirements 

OFHEO argues that “flexible capital requirements are needed to strengthen regulation 
of the Enterprises” and concludes that OFHEO’s risk-based capital requirements have 
been constrained by requirements contained in the 1992 statute. 

While OFEO may need legislation on this matter, the FHFB does not. The FHFB 
already has sufficient authority to adjust capital requirements for Federal Home Loan 
Banks to meet any new risk. In fact, the FHFB has had no difficulty in imposing 
additional capital requirements and dividend limits on the banks we regulate, something 
OFHEO says that it is unable to do. Hence, on this issue, there is again no reason to 
include the Federal Home Loan Bank System in what should be an OFHEO reform bill. 


5, Limits on Fannie and Freddie Portfolio Growth and Federal Home Loan 
Bank Advances 


Finally, OFHEO has argued that its successor should have explicit authority to set 
portfolio growth limits for Freddie Mac and Fannie Mae. We understand these concerns. 
But in the face of the current crisis in which the GSE segment of the housing finance 
market is the only part of the market that continues to function effectively, is this the 
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most important priority at this time? While this is an important policy issue for the 
Congress to resolve, it is not an issue for the Federal Home Loan Banks. 

Placing arbitrary caps on Federal Home Loan Bank lending to member financial 
institutions makes no sense. The way such lending is capitalized (members must buy 
the Federal Home Loan Bank stock needed to support their borrowing) and the way in 
which risk is sharply limited (lending to members is on a fully secured basis) makes any 
arbitrary caps unnecessary. And, most importantly. If arbitrary caps were placed on the 
Federal Home Loan Banks advances, the System's critical role as an assured provider 
of liquidity would cease to be viable. 

Again, we have a set of arguments being made for GSE reforms that are irrelevant with 
regard to the safe and sound operation of the Federal Home Loan Bank System, and 
potentially very deleterious to the mission of the Federal Home Loan Banks. We fear 
that policy initiatives of a new combined regulator could suffer from the dangers of false 
analogies. If portfolio limits were placed on Fannie Mae and Freddie Mac by a new 
combined regulator, we can see how arbitrary caps on Federal Home Loan Banks 
lending to their members could be easily adopted in order to assure that all the GSEs 
were treated equally. 


HISTORY OF THE GSE DEBATE 

The case to reform the regulation of Fannie Mae and Freddie Mac has gone through a 
torturous and long public policy debate. It started when these two GSEs were 
economically and politically very powerful. The critics of these entities came with an 
assortment of different motivations. They were successful in initiating a debate over the 
regulation of Fannie Mae and Freddie Mac which highlighted a number of important 
issues regarding the regulatory powers of OFHEO and potential risks associated with 
Fannie Mae and Freddie Mac. In doing so, they also set the terms of reference of the 
debate. As everyone in Washington knows, the side that frames the terms of reference 
of a public policy debate is ninety percent of the way toward winning the public policy 
battle. 

The debate over the need to reform the regulation of Fannie Mae and Freddie Mac 
focused on the costs and benefits of these GSEs - as defined by their critics. The 
primary benefit was identified as one-quarter of a point off the cost of a prime 
conforming mortgage. This "benefit'' was arrived at by comparing the cost of prime 
conforming mortgages with the cost of high credit quality jumbo mortgages. Twenty-five 
basis points was the spread between these two types of mortgages before the 
meltdown of the credit markets this past August. On the cost side, one major cost of the 
GSEs was defined as the contingent liability to the U.S. T reasury, which was estimated 
to be several hundred billion dollars. This estimate was repeatedly put forward by critics 
of the GSEs, notwithstanding the repeated statements by administration spokespersons 
that there was no such thing as an “implicit guarantee" for GSE debt or MBS. And, 
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hence, there could be no contingent liability. The second major cost put forth by GSE 
critics was the specter of ‘systemic risk.” 

In all of the debate over the need to reform regulation of OFHEO, no one mentioned the 
most important benefit of the GSEs - assured liquidity for housing finance at 
appropriate levels. And, in all of the debate, no one bothered to consider that the 
private sector alternatives to the GSEs presented much greater systemic risk than the 
GSEs. The 2007 meltdown of U.S. credit markets was the result of the systemic risk 
posed by unregulated or lightly regulated private sector firms. The government is now 
faced with determining how to best fix the ensuing financial mess that is pushing the 
U.S. economy into recession. 


DROP THE FHFB FROM ANY FANNIE MAE AND FREDDIE MAC 
REGULATORY REFORM BILL 

By Including the Federal Home Loan Bank System in this reform package, the Federal 
Home Loan Banks, in our view, are being held hostage by those who see the need to 
reform the regulation and business of the other two housing finance GSEs. There are 
good arguments for why OFHEO needs additional regulatory authorities. However, 
those arguments have no bearing on or relevance for the Federal Home Loan Banks 
and the Federal Housing Finance Board. 

At this time of great difficulty in financial markets and housing finance, the Congress 
should move carefully to try to fix the current crisis, without disturbing those parts of the 
market and the regulatory structures that are working well. That is why we urge you to 
drop the Federal Housing Finance Board from any OFHEO /Freddie Mac and Fannie 
Mae reform bill. This is especially important because, no matter how valuable such a 
bill may be from the perspective of effective regulation of Freddie Mac and Fannie Mae, 
regulatory reform itself will make no contribution to repairing the current crisis in 
financial markets and housing finance. And, unnecessary thanges hold the risk of 
making the situation worse. 
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REFORMING THE REGULATION OF 
GOVERNMENT-SPONSORED ENTERPRISES 


THURSDAY, MARCH 6, 2008 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The committee met at 10:05 a.m., in room 538, Dirksen Senate 
Office Building, Hon. Christopher Dodd, chairman of the com- 
mittee, presiding. 

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD 

Chairman Dodd. The committee will come to order. I am told 
that Senator Shelby will be here at some point, but has an Appro- 
priations Committee hearing this morning and so will be a little bit 
delayed. I see Senator Reed and Senator Corker are here, and I ap- 
preciate my colleagues’ participation. I want to thank all of our wit- 
nesses, as well. 

The committee this morning is holding our second hearing on the 
topic of reforming the regulation of the government-sponsored en- 
terprises. In February, we heard from the Treasury Department 
and regulators from the two enterprises. Today, we will hear from 
the Government Accountability Office as well as a host of inter- 
ested and knowledgeable parties with considerable housing exper- 
tise. 

As I mentioned at our last hearing, under the very able leader- 
ship of Senator Richard Shelby, this committee established a very 
substantial record on the GSE issue over the course of the previous 
two Congresses, and I want to reiterate what I have said pre- 
viously about Senator Shelby and his work, having been a member 
of those committees, obviously, and how important those hearings 
were. 

This hearing adds, I think, to the significant body of work that 
we have accumulated on this subject matter, and as I said at the 
last hearing, the current crisis in the mortgage markets under- 
scores the need to have strong and healthy housing GSEs. The 
FHA and conforming conventional markets are the only parts of 
the mortgage market system that in my view are operating effec- 
tively today. 

Both Fannie Mae and Freddie Mac, each of whom have just re- 
cently brought their financial reporting up to date, announced seri- 
ous losses for 2007. In 2007, Freddie Mac experienced its first ever 
annual loss, and Fannie announced its first annual loss in over 20 
years. Despite these problems, however, and in part because of im- 
proved oversight by OFHEO, both of these bodies are doing one of 
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the important jobs for which they were created, and that is main- 
taining liquidity in the mortgage markets. 

Unfortunately, some recent announcements by the enterprises 
raise questions as to how committed these institutions are to con- 
tinue to meet this obligation going forward. Both Fannie Mae and 
Freddie Mac have announced plans to raise costs or limit access to 
credit in areas that may be in most need of affordable credit. 
Again, I know I am going to hear about safety and soundness, and 
that is very, very important, but these institutions were created for 
unique purposes here, and the fact that we are maybe not address- 
ing some of the underlying areas raises questions in this Senator’s 
mind. These kinds of plans will exacerbate, in my view, the credit 
cycle rather than mitigate its negative effects. In my view, this is 
a curious policy for a government-sponsored enterprise to pursue. 

In any case, there is broad agreement that we need a strong sin- 
gle regulator for all the housing GSEs with the authority over safe- 
ty and soundness and mission, with the power to set capital com- 
mensurate with the risk, to issue cease and desist orders, to re- 
quire prompt correction action, and to correct unsafe practices or 
conditions. We also need a strengthened commitment to housing af- 
fordability for low-income families as well as middle-class families, 
for renters as well as homeowners, and for homeowners at risk of 
losing their homes because of the terrible lending practices that we 
have seen over the past several years. It is my hope to move legis- 
lation to achieve all of these outcomes as soon as we possibly can. 

Before turning to my colleagues, I want to take brief note of the 
speech given by Federal Reserve Chairman Bernanke earlier this 
week. Chairman Bernanke has now advocated for the kind of bold 
action that I and others have been arguing for as needed to address 
the housing crisis that has spread more broadly to the capital mar- 
kets, causing significant damage to the rest of our economy. As all 
of you know, or many of you know, I am drafting legislation to put 
part of these ideas, a plan in action. There is nothing that is writ- 
ten in marble about these ideas, or concrete, but I commend Chair- 
man Bernanke for recognizing that just assuming market forces 
can somehow straighten all of this out is probably naive and that 
we need to step forward with some bolder ideas. I welcome the 
speech he gave in Florida just a few days ago, and obviously I look 
forward to working with all of my colleagues here on trying to de- 
velop some ideas that we can go forward on. 

I am disappointed that we have been unable over the last couple 
of weeks here to come forward with some ideas that I thought 
would enjoy pretty broad bipartisan support. I recognize to try and 
come up with something that may be novel or unique or relatively 
unique would probably be more than the institution could tolerate 
in a short amount of time, but my hope is in some of these other 
areas, we might have been able to move forward. I am still hoping 
that will be the case before we adjourn for the March break, but 
I am not terribly optimistic that is going to happen. 

I also want to invite, of course, Chairman Bernanke to work with 
us on this committee to get the kind of legislation that I think 
could make a difference in the foreclosure crisis area, and I want 
to urge Secretary Paulson to join the effort, as well, and I intend 
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to ask today’s witnesses about their views and the best way to ad- 
dress the current crisis in the question and answer period. 

With that, Senator Shelby is not here, but let me turn to Senator 
Corker. You were here and arrived earlier, so let me ask you if you 
have any opening comments you would like to make, and if not, 
Senator Bennett, and then we will turn to Senator Reed. 

STATEMENT OF SENATOR BOB CORKER 

Senator Corker. Mr. Chairman, thank you. I think this is a 
great hearing, again, and as usual, I really don’t have any opening 
comments. I like to hear the witnesses. 

But I will tell you, I do hope that as it relates to the housing 
issue, that we can do something in regular order and really work 
something out that maybe tries to really focus on the problem. The 
things that we have seen come forth informally have been a hodge- 
podge of things that focus on irrelevant parts of the problem, and 
I just want you to know that certainly I would look forward to sit- 
ting down and focusing on targeted efforts that really are aimed at 
solving a problem versus those that just are a collage of things that 
bail out various industries that have nothing whatsoever to do with 
the actual credit problem itself. 

But with that, I thank you and look forward to these great wit- 
nesses testifying. 

Chairman Dodd. I appreciate it. By the way, as I have said both 
privately and publicly about Senator Corker, we are delighted to 
have you as a new Member of this Committee, someone who has 
spent a good part of his life engaged in this business, and so brings 
some very practical and solid background in dealing with ques- 
tions. Having, I think, the 10,000 low-income housing units that 
exist in Chattanooga, Tennessee today, for a variety of reasons not 
the least of which there was someone named Bob Corker who made 
a difference in leading that effort, so he cares about these issues 
and has a long history of being involved in them. 

So we welcome your knowledge and your background and exper- 
tise, and obviously focusing on the problem is the critical question. 
Also trying to mitigate the effects of the problem is something we 
need to look at, as well, and I know the Senator cares about that 
as much as I do. 

Senator Corker. Thank you. 

Chairman Dodd. So I thank you very much. 

Senator Reed, any opening comments? 

STATEMENT OF SENATOR JACK REED 

Senator Reed. Well, thank you, Mr. Chairman. Thank you for 
holding this hearing along with Senator Shelby, and I want to wel- 
come all the witnesses. We rely extensively on your expertise, your 
experience, and your profound interest in these issues. I am par- 
ticularly pleased to see Nancy Andrews here from the Low Income 
Investment Fund, and we will talk a little bit about affordable 
housing funds, I hope. 

We have made progress in terms of establishing, I believe, the 
consensus that the Chairman reflected that we do need a strong 
independent regulator. The question of details is still being sorted 
out, but that is a position I think we all share. 
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But within the context of this legislation, I think we also have 
to commit ourselves to affordable housing. The House has taken, 
I think, a very substantial movement in this direction and I hope 
we can match it. 

What we are seeing is historic foreclosures taking place. In fact, 
I think the Mortgage Bankers are releasing a report. Unfortu- 
nately, we are setting a record, and we are also setting a record 
in those people falling behind in their payments so foreclosure is 
1 month or 2 months away for many. 

One of the ironies here is it is putting additional pressure on the 
rental housing market. As people are thrown out of their homes, 
where do they go? And in my State of Rhode Island, I think it is 
not uncommon, Connecticut and elsewhere, we don’t have a situa- 
tion where we have got these huge track homes that were 
overbuilt, like in California, Florida, or Nevada, et cetera. We have 
a defined base of houses, residences. What has happened, we have 
a credit bubble. The price has been driven up and now it can’t be 
afforded. And so you are throwing people out of homes into rental 
situations and there is not an expansion of the rental property 
market. It is the perfect storm. 

So I think we can’t, as we move forward with GSE reform, ne- 
glect our obligation to continue to provide affordable housing 
through renovation, construction, expansion of the rental market 
particularly, and some home ownership. 

I hope we can make progress. There are several things we must 
do. I think at the very top of the list is GSE reform with an afford- 
able housing component. I look forward to the testimony. 

Thank you. 

Chairman Dodd. Thank you very much, Senator. 

Senator Bennett. 

STATEMENT OF SENATOR ROBERT F. BENNETT 

Senator Bennett. Mr. Chairman, you and I have been on this 
committee long enough to know that the GSE soap opera has gone 
on for far too long. We have had the hearings on the restating of 
earnings. We have had some conversation that comes close to being 
public flogging of some of the executives of the GSEs. And then 
ironically when the subprime crisis hits, the GSEs emerge as the 
heroes because they are the only ones that have any money left to 
make it possible for people to refinance or hang on to their homes. 
It is time we brought the soap opera to a close, created the strong 
regulator that we have been saying for years we need, and I salute 
you for your determination to do that. 

With that, I look forward to the witnesses. 

Chairman Dodd. Well, thank you very, very much, and let me 
introduce our witnesses briefly and then I will ask you to try and 
limit your comments to somewhere around 5 to 7 minutes, if you 
could. 

Let me just inform all of my colleagues as well as our witnesses 
that all of your testimony and any supporting documentation you 
think would help us understand your testimony better will be in- 
cluded as part of the record. So even though your remarks may be 
relatively brief and your prepared testimony may exceed that time, 
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I want to make sure that it is going to be included in the record 
of the committee’s hearing this morning. 

Our first witness is Bill Shear. Bill, we thank you for being with 
us. He is Director of Financial Markets and Community Invest- 
ment of the U.S. Government Accountability Office. Mr. Shear has 
directed substantial bodies of work addressing the Small Business 
Administration, the Federal Housing Administration, regulation of 
the housing GSEs, the Rural Housing Service, and Community and 
Economic Development Programs, and brings a wealth of experi- 
ence and knowledge to the subject matter. 

Vince Malta is the Chairman of the Public Policy Coordinating 
Committee of the National Association of REALTORS®. He is also 
a co-owner of Malta and Company, located in San Francisco. He 
has received numerous awards, including the Wall Street Journal 
Award for his leadership in business and REALTOR of the Year for 
San Francisco in 1996 and for the State of California in 2006. 

Mr. Kieran Quinn is our third witness, a good friend, Chairman 
of the Column Financial, a Credit Suisse mortgage lending sub- 
sidiary for multi-family and commercial properties based in At- 
lanta, also the Managing Director of Credit Suisse. Mr. Quinn is 
Chairman of the Mortgage Bankers Association, and Kieran, we 
thank you for being with us this morning. 

Jerry Howard is the Executive Vice President and Chief Execu- 
tive Officer of the National Association of Home Builders. Prior to 
joining NAHB, Jerry served as the chief lobbyist for the National 
Council of State Housing Agencies, where he was instrumental in 
the development of low-income housing tax credits as part of the 
Tax Reform Act of 1986. He came to this area as tax counsel in 
1988 and served in a variety of roles, including the chief lobbyist 
for the Home Builders. Jerry was promoted to Executive Vice 
President and Chief Executive Officer in 2001, so he has had a long 
history. Jerry, I am pleased to see you again. You have been very 
helpful in the past. 

And finally, Nancy Andrews. Nancy, we thank you for being 
here, as well, this morning. She is President and Chief Executive 
Officer of the Low Income Investment Fund. It is low income in- 
vestments in capital and technical assistance activities that have 
supported the development of 54,000 affordable homes for families 
and children, 47,000 spaces of child care, and 41,000 spaces in 
school facilities for low-income communities across the country. 
This Low Income Investment Fund targets the poorest of the poor, 
and you have been very successful and we commend you for your 
efforts and look forward to hearing from you this morning, as well. 

With that, Bill, we will hear from you first, then work down the 
line, and after that we will begin our questioning. 

STATEMENT OF WILLIAM B. SHEAR, DIRECTOR, FINANCIAL 

MARKETS AND COMMUNITY INVESTMENT, GOVERNMENT 

ACCOUNTABILITY OFFICE 

Mr. Shear. Mr. Chairman and Members of the Committee, I am 
pleased to be here this morning to discuss Federal oversight of the 
housing Government-Sponsored Enterprises. Fannie Mae, Freddie 
Mac, and the Federal Home Loan Bank System continue to play a 
critical role in the nation’s housing finance system. In this oral 



178 


statement, I will focus on the second section of our written state- 
ment, addressing the current GSE regulatory structure. Simply 
put, I will emphasize why the establishment of a single Federal 
regulator with adequate authorities to oversee all housing GSE ac- 
tivities is critical to helping ensure that the housing GSEs’ finan- 
cial soundness is secure while they continue to provide housing op- 
portunities for American families. 

The current housing GSE regulatory structure is fragmented and 
not well equipped to oversee their financial soundness or their 
housing mission achievement. The Office of Federal Housing Enter- 
prise Oversight, called OFHEO, is responsible for safety and sound- 
ness oversight of Fannie Mae and Freddie Mac, while the Federal 
Housing Finance Board is responsible for safety and soundness and 
mission oversight of the Federal Home Loan Bank System. Both 
regulators lack key statutory authorities to fulfill their safety and 
soundness responsibilities as compared to the authorities available 
to Federal bank regulators. 

Moreover, HUD, which has housing mission oversight respon- 
sibilities for Fannie Mae and Freddie Mac, faces a number of chal- 
lenges in carrying out its responsibilities. In particular, HUD may 
not have sufficient resources and technical expertise to review so- 
phisticated financial products and issues. 

Creating a single housing GSE regulator could better ensure con- 
sistency of regulation among the GSEs. A single regulator would be 
better positioned to consider potential tradeoffs between mission 
and safety and soundness. 

While critics of combining safety and soundness with mission 
have voiced concerns that doing so could create regulatory conflict 
for the regulator, we believe that a healthy tension would be cre- 
ated that would lead to improved oversight. In addition, a single 
regulator could be more independent, objective, efficient, and effec- 
tive than separate regulatory bodies and could be more prominent 
than either one alone. We also believe that valuable synergies 
could be achieved and expertise in evaluating GSE risk manage- 
ment could be shared more easily within one agency. 

Finally, I want to emphasize that to be effective, the single regu- 
lator must have all the regulatory oversight and enforcement pow- 
ers necessary to address unsafe and unsound practices, respond to 
financial emergencies, assess the extent to which the GSE’s activi- 
ties benefit home buyers and mortgage markets, and otherwise en- 
sure that the GSEs comply with their very important public mis- 
sions. 

Mr. Chairman, it is a privilege to be here. I would be happy to 
respond to any questions. 

Chairman Dodd. Thank you very much, Mr. Shear. 

Mr. Malta, for the record, thank you for being here. 

STATEMENT OF VINCENT E. MALTA, CHAIR, NATIONAL ASSO- 
CIATION OF REALTORS®, PUBLIC POLICY COORDINATING 

COMMITTEE 

Mr. Malta. Chairman Dodd, Senator Shelby, and Members of 
the Committee, thank you for inviting me to testify on the impor- 
tant issue of Government-Sponsored Enterprise reform. My name 
is Vince Malta and I am the broker owner of Malta and Company, 
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a San Francisco-based real estate sales and management firm. I 
am also the 2008 Chair of the Public Policy Coordinating Com- 
mittee of the National Association of REALTORS®, and I serve vol- 
untarily on Fannie Mae’s National Housing Advisory Council. 

Today, I am here to share the views of more than 1.3 million RE- 
ALTORS® who engage in all aspects of the real estate industry. 
Fannie Mae and Freddie Mac are our partners in the real estate 
industry. We want to keep them strong and sound. 

REALTORS® support H.R. 1427, the Federal Housing Finance 
Reform Act of 2007, which overwhelmingly passed the House of 
Representatives on May 29, 2007, and we are eager for the Senate 
Banking Committee to pursue similar GSE reform legislation fo- 
cused on several key elements which are detailed in my written 
testimony. 

In the interest of time, my remarks will focus on two points. 
First, the GSEs need a strong regulator and strong corporate gov- 
ernance. Oversight of Fannie Mae, Freddie Mac, and the Federal 
Home Loan Banks should be transferred to a new regulator which 
has the authority to set capital standards, liquidate a financially 
unstable enterprise, and approve new programs and products. The 
regulator also should understand and support the GSEs’ vital hous- 
ing finance mission and the role housing plays in supporting the 
national economy. 

Second, REALTORS® ask that Congress permanently raise the 
GSE loan limits. While we greatly appreciate the loan limit in- 
crease included in the economic stimulus package, it will not be in 
place long enough to alleviate the current credit crisis. NAR urges 
the Senate to permanently increase the national conforming loan 
limit to $625,500 or higher. In addition, for high-cost areas, the 
conforming loan limit should be permanently increased to 125 per- 
cent of the local median home sales price, but not exceed $729,750. 

Increasing the national GSE loan limit to $625,500 with an addi- 
tional increase of 125 percent of the local median home sales price 
in high-cost areas would boost the housing market and the econ- 
omy in a number of ways. More affordable loans will help bolster 
home buyer confidence and bring people back into the marketplace. 
That can mean as many as 348,000 additional home sales, lower 
inventories, and a two to 3 percent increase in home prices. A boost 
in home prices could reduce the number of foreclosures by as many 
as 210,000 by making it easier for consumers to refinance or sell. 

According to our estimates, the new limits would enable more 
than 500,000 borrowers with loans above $417,000 to refinance to 
lower interest rates. While jumbo mortgages may be associated 
with luxury housing in some parts of the country, they have be- 
come the primary option for large numbers of working-class people 
who live and work in more expensive areas of the country, like my 
home State in California. 

There is precedent for regional adjustments for high-cost areas. 
In 1980, Congress designated Alaska, Hawaii, Guam, and the U.S. 
Virgin Islands as high-cost areas. The conforming loan limit in 
these statutory high-cost areas is 50 percent higher than the rest 
of the nation. However, housing prices in many areas of the coun- 
try now exceed those in Honolulu, for instance. Additional in- 
creases in the loan limits in such areas will ensure that borrowers 
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and homeowners across America have access to the same low-cost 
mortgages. Let us not forget that by raising the GSE loan limits, 
we could stimulate $44 billion in additional economic activity. 

Again, REALTORS® urge the Senate to increase the national 
conforming loan limit to no less than $625,500 and to make the 
conforming loan limit increase for high-cost areas as provided in 
the economic stimulus legislation permanent. 

In conclusion, Fannie Mae and Freddie Mac are vital to the hous- 
ing sector for providing liquidity and stability in the mortgage mar- 
ket. Targeted reforms should strengthen and expand their presence 
in the housing finance system, especially now when we need them 
the most. The National Association of REALTORS® pledges to 
work with the Senate to enact GSE reform legislation that achieves 
our mutual goals and protects the vibrancy, liquidity, and stability 
of the housing finance system today and for many years to come. 

Thank you again for the opportunity to testify and I will be 
happy to answer any questions. 

Chairman Dodd. Thank you very much, Mr. Malta. We appre- 
ciate it very much. 

Kieran, we thank you for being here. I don’t know if you have 
the MBA data that is coming out this morning, if you have that 
with you already 

Mr. Quinn. I have some highlights. We don’t release it until 10, 
even to me. 

[Laughter.] 

Chairman Dodd. It is already on the website here, but welcome. 
We are happy to hear your delinquency rates are — the numbers I 
am getting are 5.82 percent for all loans. That is an all-time high 
since MBA has collected data, I am told, on delinquency rates. 
Loans in foreclosure, 2.04 percent. That is another record high. 
Fourteen-point-forty-four percent of subprime loans are either seri- 
ously delinquent or in foreclosure, an increase of over 3 percent for 
the third quarter and nearly double for last year. Those are some 
notes I have received. Welcome. 

STATEMENT OF KIERAN P. QUINN, CHAIRMAN, MORTGAGE 
BANKERS ASSOCIATION 

Mr. Quinn. Thank you. Mr. Chairman and Members of the Com- 
mittee, thank you for the opportunity to testify for the Mortgage 
Bankers Association today. 

First, I would like to thank Congress and the administration for 
the swift action on the stimulus package last month. The tem- 
porary increase in loan limits for FHA, Fannie Mae, and Freddie 
Mac will help consumers by increasing mortgage financing options 
and will particularly help restart the securitization market for 
higher-cost housing markets like California and parts of New Eng- 
land and New York. 

Fannie Mae and Freddie Mac, the GSEs, are critically important 
in mortgage financing. MBA strongly supports the role the GSEs 
play in maintaining and improving liquidity and stability in the 
secondary mortgage market. For these reasons, MBA has long ad- 
vocated regulatory reform to ensure that GSEs are operating in a 
safe and sound manner, engaging in activities consistent with their 
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charter purposes, and are subject to reasonable affordable housing 
goals that do not distort the market. 

My written statement is comprehensive, so I will touch on a few 
highlights here. 

There seems to be general agreement on the fundamental tools 
the new regulator will need. MBA is particularly interested in the 
powers of the regulator related to the review and approval of GSE 
activities, ongoing and new. The new regulator should be given the 
explicit authority and direction to ensure the GSEs’ activities are 
permitted by their charters and other applicable law. Though MBA 
would suggest a few improvements, we believe the product ap- 
proval and activity review language in the House-passed bill is an 
improvement over current law and heads in the right direction to 
satisfy industry concerns that the GSEs remain true to their mis- 
sions and authorities. 

We support the creation of an Affordable Housing Fund and ap- 
preciate the provision in the House-passed bill that would calculate 
the amount of the GSEs’ contribution to the Affordable Housing 
Fund on the size of its portfolio rather than its net income. This 
approach would make it more difficult for the GSEs to pass the 
costs of their contribution on to mortgage lenders and to con- 
sumers. It would also establish a monetary connection between one 
of the benefits derived by their government sponsorship, lower cap- 
ital costs, to their charter-based affordable housing obligations. If 
the funds are distributed by formula to State and local agencies to 
administer, MBA recommends a process similar to the HOME pro- 
gram be used so that both cities and States receive an allocation 
and have the ability to target those funds to areas of greatest need. 

MBA maintains the GSE portfolios are important tools that aug- 
ment their ability to help stabilize mortgage markets and encour- 
age affordable housing. Because these markets are so dynamic, the 
GSEs need flexibility to adjust their portfolios in response to 
changing conditions and marketplace needs. 

Similarly, the GSEs’ regulator also must have sufficient flexi- 
bility to adjust to changes in the GSEs’ risk profile or other market 
circumstances as it regulates GSEs’ portfolios. The House-passed 
bill’s treatment of portfolio regulation is consistent with MBA pol- 
icy. 

Another important tool is the ability of the regulator to set and 
adjust minimum and risk-based capital levels for GSEs. MBA sup- 
ports a flexible bank-like regulator approach to capital regulation. 

Finally, Congress should strengthen both the secondary mort- 
gage market and the Federal Home Loan Banks by expressly af- 
firming the banks are authorized to securitize mortgage loans. 

Thank you, Mr. Chairman, and we look forward to continuing to 
work with you and this committee on this important matter. 

Chairman Dodd. Thank you, Kieran, very much. 

Mr. Howard. 

STATEMENT OF GERALD M. HOWARD, EXECUTIVE VICE PRESI- 
DENT AND CHIEF EXECUTIVE OFFICER, NATIONAL ASSOCIA- 
TION OF HOME BUILDERS 

Mr. Howard. Chairman Dodd, Members of the Committee, thank 
you for the opportunity to testify here today. I think you are hear- 
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ing overall consensus that we need swift action on GSE regulatory 
reform. 

The GSEs are critical components of the nation’s housing finance 
system. Their mission is to play a vital role in maintaining mort- 
gage market liquidity and stability and promoting affordable hous- 
ing. It is important, therefore, that the GSEs remain financially 
safe and sound and focused on their Congressionally chartered pur- 
poses. 

The GSEs offer tremendous potential to relieve the liquidity 
problems in the nation’s mortgage markets and bring immediate 
benefit to the overall economy. With the U.S. housing market expe- 
riencing the most severe downturn since the Great Depression, the 
benefits of the housing GSEs are needed more than ever. Unfortu- 
nately, the GSEs are not currently fulfilling their potential due 
both to corporate reticence and deficiencies in the current regu- 
latory framework. 

NAHB believes that Fannie Mae and Freddie Mac have not ac- 
complished as much as they should, particularly in the area of the 
subprime mortgages. Rather than aggressively pursuing market so- 
lutions, they are hunkering down in a defensive position far from 
the front lines of mission achievement. In addition, both companies 
are imposing a multitude of additional fees that will raise mortgage 
borrowing costs for the very individuals and families who are the 
most in need of the GSEs’ benefits. Fannie’s and Freddie’s response 
to the mortgage credit crisis should be activities to stabilize mar- 
kets and fill funding gaps, not take steps to tax already struggling 
mortgage borrowers. 

Fannie Mae and Freddie Mac are confined by their charters to 
the conforming loan limit and thus have not been able to provide 
assistance to the jumbo market. NAHB appreciates the recently 
signed economic stimulus package that provides for a temporary in- 
crease in the conforming loan limit in high-cost markets. Expand- 
ing the dimensions of the conforming market is an important step 
toward restoring the stability and liquidity in the broader mortgage 
markets. 

However, the bifurcated system for regulating Fannie Mae and 
Freddie Mac will remain a major impediment to effective mission 
pursuit by the GSEs. This convoluted system is simply not work- 
ing. Until last week, OFHEO maintained restrictive limits on the 
portfolio purchases of Fannie and Freddie and OFHEO continues 
to impose a 30 percent capital surcharge on both companies. These 
restrictions have hamstrung the enterprise. 

Further, there is poor or nonexisting coordination between 
OFHEO and HUD. There is also indifferent mission oversight from 
HUD, which should be requiring more, not less, in the present dire 
market circumstances. Clearly, regulatory reform is long overdue 
and urgently needed. 

To that end, NAHB appreciates this committee’s commitment to 
enacting legislation to improve and bolster the regulatory frame- 
work for the housing GSEs. Although there are a myriad array of 
factors and ingredients to consider in the current reform debate, 
given the time here, I will leave NAHB’s detailed views to my writ- 
ten statement. 
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Nevertheless, NAHB believes this process can be a success with- 
out undercutting the GSEs’ housing mission if the following areas 
are addressed. One, balancing housing with safety and soundness 
concerns. Two, maintain the GSEs’ flexibility to respond promptly 
within their charters to market needs. Three, extend the increase 
of conforming loan limits in high-cost areas. Four, focus and en- 
hance the GSE benefits to expand affordable housing opportunities. 
Five, employ capital as the precise instrument of risk management. 
And six, preserve the GSE portfolios as tools for achieving liquidity 
and affordable housing mission. 

Single-family housing starts are already down by 60 percent from 
their peak in the beginning of 2006 and the bottom is not yet in 
sight. Moreover, this dramatic contraction has exacted a heavy toll 
on economic growth and employment during the past 2 years and 
is now pushing the U.S. toward the brink of recession. With deci- 
sive and appropriate action on behalf of this committee, Congress, 
and the administration, passage of a comprehensive GSE reform 
bill has the ability to greatly relieve liquidity and inventory pres- 
sures in the mortgage credit markets, help stabilize housing prices, 
and bolster consumer confidence and thus bring benefit to the over- 
all economy. 

Mr. Chairman, NAHB congratulates you for your leadership in 
this regard and we look forward to working with you and I am pre- 
pared to answer any questions. 

Chairman Dodd. Excellent testimony. I appreciate it very much, 
as well. 

Ms. Andrews. 

STATEMENT OF NANCY ANDREWS, PRESIDENT AND CHIEF 
EXECUTIVE OFFICER, LOW INCOME INVESTMENT FUND 

Ms. Andrews. Thank you, Chairman Dodd and Members of the 
Committee. My name is Nancy Andrews. I am the President and 
the CEO of the Low Income Investment Fund. We are a national 
Community Development Financial Institution, a CDFI, and our 
mission is poverty alleviation. 

I have three points that I want to make. First, having safe, 
sound, and strong GSEs focused squarely on the mission of afford- 
able housing is essential. 

Second, deeply targeted affordable housing must be a part of any 
GSE reform effort, and the creation of the Affordable Housing 
Fund will accomplish this. 

And finally, the formation of the Capital Magnet Program as en- 
visioned by Senator Reed will have the greatest impact for 
leveraging capital to serve deep-reach projects in very low-income 
communities. 

The need for affordable housing is tremendous. We see it every 
day in the communities that we work in and it is growing. The Na- 
tional Low Income Housing Coalition estimates that there is a def- 
icit of over five million units affordable to very low-income families. 
We respond to this problem by providing capital when banks can- 
not or will not lend. Three-fourths of everything we do serves fami- 
lies that are below 50 percent of median income. That is very low- 
income families. And yet over two decades of work, we have suf- 
fered capital losses of less than one-tenth of 1 percent. 



184 


The track record of my organization is not unique. It is mirrored 
by Community Development Financial Institutions all over the 
country, and in my written testimony, I have included examples in 
each of the States for the members on this committee so that you 
can see what is being done in your area. 

My very first point is a belief that a strong and sound GSE sys- 
tem is essential to healthy housing markets, but we also support 
strengthening the goals, the affordable housing goals, particularly 
multi-family and refinance goals proposed by Senator Reed. GSEs 
must lead the market and they must also lead us in tackling the 
subprime problem. 

There is a part of the housing production spectrum, however, 
that they have not yet been able to reach well, and that is pro- 
ducing affordable rental housing and ownership housing for very 
low and extremely low-income families, and this leads to my second 
point. We support Senator Reed’s proposal to create an Affordable 
Housing Fund, requiring the two agencies to set aside 4.2 basis 
points of each dollar of new business. This does not include the 
Federal Home Loan Banks because they already have their own 
program. But 65 percent of this set-aside would go into an Afford- 
able Housing Block Grant Program that would be distributed to the 
States by formula, and in its first year would be dedicated to the 
subprime crisis. After that, it would support the production of deep- 
ly affordable housing for very low-income and extremely low-in- 
come families. 

My third point is to endorse the Capital Magnet Fund as pro- 
posed by Senator Reed with the set-aside of the remaining 35 per- 
cent of the Affordable Housing Fund. The purpose of this fund 
would be to leverage private dollars with GSE dollars and expand 
housing opportunities and economic opportunities in very low-in- 
come communities. 

CDFIs across the country leverage $19 for every one dollar of 
Federal support that they receive. We would use the Capital Mag- 
net Fund to use the resources that GSEs earn, partly on the 
strength of their special relationship with the government, and we 
would put them to work more effectively than Freddie or Fannie 
can do independently serving these deep-reach populations. 

So in conclusion, we believe that the GSEs can and must play 
a stronger role supporting housing that is deeply targeted. They 
must also be financially sound, and this comes first. But working 
with the GSEs, we believe that we can draw private investment 
into projects that they would not otherwise be able to support. We 
can do this safely, we can do it soundly, and we can multiply the 
impact of their investment many times over. It is the combination 
of strengthened goals with the Affordable Housing Block Grant 
Program and the Capital Magnet Fund that we believe will create 
a formula of success, allowing the GSEs to reach more deeply than 
ever before. 

Thank you, and I will be happy to take questions. 

Chairman Dodd. Thank you very, very much for your testimony. 
I thank all of you for your testimony and the brevity. You did a 
good job at getting through that as well. 
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I will set the clock here for about 7 minutes per member. There 
are few of us here, so we should be able to move around fairly 
quickly on all of this. 

Let me, if I can, just let me begin with something I raised early 
on, and that was the issue of this whole question of what has gone 
on recently with the GSEs regarding providing their worth in the 
current crisis. The discriminatory pricing system is of some concern 
to me, usually with regards to certain cities and ZIP codes. Doesn’t 
it at least partially undermine the benefit of the GSEs — some of 
you raised this issue and it is of concern to me and I want all of 
you to comment, if you could, on it, if you are interested — by rais- 
ing prices and/or credit standards in neighborhoods where credit 
may already have disappeared? 

These are Government-Sponsored Enterprises. The very notion 
here was for them to be in areas where traditional market opportu- 
nities are not going to be there, and to the extent they are tight- 
ening up in the very areas we are looking for help in here sort of 
undermines the very purpose, or at least one of the purposes of 
their existence. I wonder if anyone wants to comment on that, as 
well. My concern is Fannie and Freddie are designed to help allevi- 
ate some of these problems and in a sense we are making it worse 
in certain areas rather than contributing to the benefit. 

Mr. Malta. 

Mr. Malta. Senator, we agree wholeheartedly. Our members are 
greatly concerned about the effect this will have on the market 
when we need Fannie and Freddie the most. NAR believes these 
policies will make home buying less affordable, and we have ques- 
tioned the disparate impact of the policies on minorities in low-in- 
come areas, especially when the average down payment for first- 
time home buyers are 2 percent in those instances. NAR raised our 
concerns with the GSEs. We will be talking with them some more. 
Doing it by ZIP code is wholly inadequate. Properties should be 
based on their own merit by property and not by ZIP code. 

Chairman Dodd. Are we getting near a redlining sort of ap- 
proach here that has occurred in the past? 

Mr. Malta. We have heard those arguments, but again, we be- 
lieve a property-by-property analysis, not done on ZIP code. In my 
area, one block makes a huge difference as to whether a market 
is declining or not for a variety of reasons — views, schools, et 
cetera. 

Mr. Howard. The Home Builders agree with that, Mr. Chair- 
man. I have to tell you that we are appalled at the increases that 
Fannie and Freddie are putting on home buyers at just the abso- 
lute worst time. We think it is total disregard for their mission 
statement. 

But on the other hand, it also, I think, evidences the failure in 
the current regulatory system. Their safety and soundness regu- 
lator has been so strident, so aggressive in his regulatory efforts 
while the counter-regulator for housing mission has not been as ag- 
gressive. It shows the failure in the system and the need for the 
instant legislation. 

Chairman Dodd. Does anyone else want to comment on this 
issue? 
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Mr. Shear. I would like to add to that. It is a classic conflict, 
even without commenting directly on the risk-based pricing that is 
involved, it is a classic conflict between mission achievement and 
safety and soundness. This is one of the reasons why we think that 
the current inability to look at these sophisticated corporations in 
a whole way, and why a single regulator that does deal with that 
conflict is so important. 

Chairman Dodd. Let me bring up — Mr. Howard raised an issue 
here that is one of the contentious points in this legislation as we 
look at it. Everyone is for a strong regulator. There are certain 
matters we all agree on here. There is no debate about it. It is 
when you get into the details here that you find some divisions oc- 
curring, and one of the areas of some division is to what extent 
with innovative products you have to get a comment period, this 
concern that if we are going to require that, you are going to limit 
the ability of the GSEs to respond promptly to new ideas and that 
many of these ideas aren’t terribly new in many ways. 

Mr. Howard, in your testimony, you seemed to indicate, at least 
part of your testimony as I listened to you and read the testimony 
here, you are concerned that this may limit the ability of GSEs to 
be creative and innovative. And yet others seem to be arguing 
somehow that this is exactly the kind of thing we want to limit, 
in effect, from the GSEs. Do I understand your testimony cor- 
rectly — 

Mr. Howard. Yes, sir. 

Chairman Dodd [continuing]. Your concern about that? And how 
do you feel about that, Mr. Shear? This is new program approval, 
is what I am talking about. 

Mr. Shear. I know, and we think new program approval is a 
very important function because the GSEs are meant to serve a 
public mission and they have certain charter responsibilities. Hav- 
ing said that, what we are looking for is a regulatory framework 
that really treats what is a new program by making the distinc- 
tions as to whether it is contributing to the mission or causing the 
GSE to go outside of its mission boundaries. 

So there has to be a reasonableness in terms of how we define 
a new program or activity. I don’t think anyone is saying that 
changing underwriting standards a little bit results in a new pro- 
gram or a new activity, but there has to be a balance that is cre- 
ated to allow some innovation without allowing the GSEs to go out- 
side their charter boundaries. 

Chairman Dodd. On page nine of your testimony here, you listed 
the areas where you thought these powers ought to be, the cease 
and desist authority, removal and prohibition authority related to 
officers and directors, prompt corrective action authority for inad- 
equate capital and other unsafe and unsound conditions, authority 
to resolve critically undercapitalized GSEs. You sort of left out this 
area that I just talked about. 

I don’t disagree at all with what you are just saying, but the 
question is whether or not we are going to give extraordinary 
power to the new regulator here that would somehow make it more 
difficult for the new approval process to go forward. Am I am read- 
ing you correctly? If you have got a strong regulator, you are less 
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worried about specifically requiring that kind of comment period 
and so forth that is being suggested by some? 

Mr. Shear. The comment period, we haven’t evaluated the com- 
ment period, but I will just make the observation that in many 
cases, you don’t want a period that goes on too long. So we really 
don’t have a position on the comment period, but we are very mind- 
ful of the idea that when introducing innovation in a marketplace 
sometimes there is a need for response. There is some accommoda- 
tion of that in the current authority that HUD has, but as you 
know, we have concerns about HUD as a mission regulator. As to 
safety and soundness, there has to be an accommodation there, too, 
a reasonable accommodation. Many of those authorities you men- 
tion pertain to safety and soundness issues. 

But part of this, in having a single regulator, what we are envi- 
sioning is a regulator that would be subject to using the rule- 
making process so there would be an expert regulator with discre- 
tion in using those powers. But beyond Congressional oversight, 
you would have a system through the promulgation of rulemaking 
processes that would bring some transparency and accountability 
to how oversight that was addressed. 

Mr. Quinn. Senator, in our testimony, we try to separate the sec- 
ondary market and the primary market 

Chairman Dodd. Right. 

Mr. Quinn [continuing]. And anything that the GSEs would do 
to create more liquidity in the secondary market, we are all for. We 
just — we believe we have a very competitive primary market today 
and we like to keep the focus on their activities in the secondary 
market. 

Chairman Dodd. Mr. Howard. 

Mr. Howard. Mr. Chairman, I just want to point out that the 
impact of the current economic stimulus package is going to be 
greatly diminished by the regulatory process that the GSEs have 
to go through. If OFHEO takes some of the time that they have 
taken on past new product approval to approve the increase in the 
conforming loan limits, the statutory deadline of December 31 of 
this year will come and go before it can even happen. So it under- 
scores, again, the importance of getting this done and setting the 
regulator up to be able to approve new programs in a timely way 
so that they can respond to market conditions. 

Chairman Dodd. Let me jump — there are a lot of questions here. 
Let me jump to the conforming — the loan limit issue, and Mr. 
Malta, you raised the issue that 417 is just too low. Now, you are 
from California and San Francisco and no one is going to argue 
with you about 417 in San Francisco. But I suspect if Senator Shel- 
by were here, he would say, “Well, I live in Alabama,” and a very 
different real estate situation than exists in your State and particu- 
larly the city in which you reside. I live in Connecticut. I can make 
a case on either side of this issue, as you can obviously in Cali- 
fornia. 

Let me be the devil’s advocate. Why would we be talking about 
raising this thing? Some have suggested $700,000, $600,000. I 
mean, basically we are talking about an upper income category 
here, getting beyond the mission statement of the GSEs to set loan 
limits at that high of a level when they ought to be focusing their 
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attention on those who really need the resources going to areas 
where people are struggling to get into the greatest wealth creator 
they are ever going to have for them, is being able to purchase that 
home, develop and to build that equity in it to provide for their 
long-term financial security and the like. You are going to move 
this whole program into an area here that goes far beyond what 
was ever intended by the GSEs. What is your answer to that? 

Mr. Malta. Well, Senator, we did some analysis based on what 
HUD has posted as those counties that are over 417 and there are 
249 counties in the country that are over 417, which spread over 
to 19 States and, of course, your State of Connecticut. Utah is in- 
cluded. Tennessee is included as well as other States that are fa- 
miliar high-cost areas. Income in those high-cost areas just have 
not kept up to pace with the home prices. 

In San Francisco, for instance, as you have pointed out, $805,000 
buys the median house in San Francisco. With 20 percent down at 
today’s current jumbo rate loans, a person has to make over 
$214,000 to qualify to buy that median-priced home. Census statis- 
tics show that the median household income in San Francisco is 
$65,000 and jumbo loans are getting more expensive. They have 
gotten more expensive during this crisis. So income has not kept 
pace with home prices in a lot of these areas. 

Chairman Dodd. Do you want to comment on this, Nancy? 

Ms. Andrews. I do. I think in many ways what this does is real- 
ly underscore the points I made in my testimony, which is the need 
for a different way of approaching deeply targeted households. In- 
comes simply have not kept up with the cost of housing. When the 
housing costs are taken into account, people are literally thrown 
into poverty because of it and we need to find ways to respond to 
that, and that is why we believe special attention to the Affordable 
Housing Fund is very, very important, particularly in this climate 
right now. 

Chairman Dodd. Let me 

Mr. Quinn. Senator, in your opening comment, you talked about 
Fannie, Freddie, and the Federal Home Loan Banks. They are the 
market today. 

Chairman Dodd. I know that. 

Mr. Quinn. We supported the 50 percent increase up to the 629 
to cover all States, because we met with members in Utah last Fri- 
day who wished that they had that availability because there are 
sections in Salt Lake that could have used the higher loan limit, 
across the board, all 50 States. 

Chairman Dodd. Well, I am being a bit of a devil’s advocate in 
raising the question here. As you point out, in my own State, we 
are one of those 19 States — certain parts of my State obviously are. 
But there is a case to be made and obviously the point of having 
a strong affordable housing feature to this bill would mitigate a lot 
of these problems we are talking about as you do both. So it needs 
some adjustment. I am not suggesting as high as you are possibly 
in favor of, Mr. Malta, but I certainly think an increase is war- 
ranted here to reflect the realities of what is going on in the mar- 
ketplace. 

Do you want to comment on that? I am sorry. 
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Mr. Malta. Senator, by creating a market for these jumbo loans, 
it could free up money 

Chairman Dodd. I understand that 

Mr. Malta [continuing]. That could go toward 

Chairman Dodd. I made that argument, not with any great suc- 
cess, by the way, over the last year or so. 

[Laughter.] 

I have got to address, Kieran, the question of these numbers 
coming out from the mortgage bankers. I would be remiss, quickly 
here, if we didn’t ask you to comment on what you see in all of this. 
I just will mention here again, this is a handwritten note, so I am 
presuming these numbers are correct, as I look back at my staff 
here. The data this morning from the Mortgage Bankers Associa- 
tion has delinquency rates are getting close to 6 percent for all 
loans, and again, to put it in perspective, that is apparently an all- 
time high. I don’t know how long MBA has been collecting data, 
but for however long you have been collecting it, that is a high. 

Mr. Quinn. A long time. 

Chairman Dodd. Loans in foreclosure, again, in excess of 2 per- 
cent. That is another record high. Fourteen-and-a-half percent, 
roughly, of subprime loans are either seriously delinquent or in 
foreclosure. That is an increase of over 3 percent for the third quar- 
ter and nearly double from last year. 

I am going to tell you, I have wonderful conversations with my 
good friend from Tennessee who likes to try to remind me to keep 
this in perspective here, these numbers. And so while these num- 
bers are record-setting numbers, in the context of everything else 
that is going on out there, there needs to be a perspective about 
it, and I am sure he will articulate this point when he gets to you, 
but tell me, what is your read on all of this? This is the last ques- 
tion I will have for you here, any thoughts you have, the panel 
here, that you think the administration, the Treasury, the Fed, we 
up here — obviously, we know about GSEs, we know about FHA, we 
are working hard to get that done. Anything else you would be rec- 
ommending here for us to take into consideration? 

[Ringing telephone.] 

Chairman Dodd. That is my phone going off there. 

[Laughter.] 

Any thoughts you would have for us up here as we are looking 
at a variety of ideas to be constructive, to be responsible in terms 
of doing what is necessary for us? 

[Ringing telephone.] 

Chairman Dodd. This is a persistent caller here. 

Mr. Quinn. Senator, I will remind everyone that the study is ef- 
fective — 

Chairman Dodd. I am not Rudy Giuliani, by the way. 

[Laughter.] 

We were in the same office, but I never tried that trick, I can 
tell you. 

[Laughter.] 

Mr. Quinn. The study is effective 12/31/07. Your numbers are en- 
tirely correct. The Hope Now Alliance was really kicked into gear 
on or around December 1. We saw a dramatic increase since the 
500,000 letters went out in the month of December. The frustration 



190 


we have had all along, and it has been verified by every major reg- 
ulator, 50 percent of the cases where a home goes to foreclosure, 
we can’t get in touch with the person living in that home. They 
have either left ahead of time or just don’t feel that there is a hope. 
So your hearing today does a great job of expanding the knowledge 
and the awareness of the Hope Now Alliance, the 1-888 number, 
HOPE NOW number. 

The one number that came out of this study, they told me on the 
way out, is in the Midwest where this all started, we are starting 
to see some stabilization. That is just a start. We do believe fore- 
closures will continue to increase this year. 

There are several things, though. You have done the stimulus 
package. You have raised the limits. We would like to see the FHA 
modernization. That is where 

Chairman Dodd. We are going to get that done. I mean, we are 
very, very close. I reported yesterday, said last evening, Senator 
Shelby, his staff, our staff, Barney Frank and his and other mem- 
bers were — literally, my hope is that literally in the next few days, 
we will have an agreement on that bill and can move forward. We 
are down to basically one issue, and I won’t bother getting into that 
in a public setting, but we are very close to getting that done. 

Mr. Quinn. That is equally a key part of our legislation. 

As far as some of the ideas, we don’t have any current policy on 
sort of the — I call it the Resolution Trust Corporation. Chairman 
Bernanke mentioned it yesterday to some of the community bank- 
ers. 

Chairman Dodd. Right. 

Mr. Quinn. But we are willing to come in and talk about that 
at any time. 

Chairman Dodd. Does anyone else want to comment here on 
that open-ended question, just some ideas about — yes, Mr. Malta. 

Mr. Malta. Senator, the REALTORS® support the Affordable 
Housing Fund that has been talked about. 

Chairman Dodd. Right. 

Mr. Malta. On the House of Representatives side, it was in H.R. 
1427. We supported that. We supported the stand-alone bill that 
Chairman Frank had. We would suggest respectfully that you ex- 
amine that as a stand-alone bill, as well, because of the contentious 
manner of that issue, as important as it is, though, so that we don’t 
slow the work that you are doing in GSE reform. 

Mr. Howard. Beyond the jurisdiction of this committee, and I 
guess evidence of the complexity of the housing finance system 
itself, within the tax code, there is the expansion of the Mortgage 
Revenue Bond Program that could be a very big help. 

Chairman Dodd. Yes. 

Mr. Howard. There is the notion of a tax credit, either tem- 
porary in nature to help stimulate home buying 

Chairman Dodd. You would do that — Johnny Isakson has been 
talking about that idea, and as I understood his original proposal, 
it was to provide that credit to people who would move into fore- 
closed properties. 

Mr. Howard. That is correct. 

Chairman Dodd. Is that correct? It wasn’t open-ended to just 
anyone. 
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Mr. Howard. That is the Isakson proposal. In 1975 and 1976, 
President Ford and the Congress worked together on a proposal to 
stimulate purchases of new homes and reduce the overhang in in- 
ventory and thus stimulate the economy. That is another concept 
that we think has merit. 

Chairman Dodd. I am very intrigued by that idea, and, in fact, 
welcoming of that idea. Obviously, as you point out, it is a Finance 
Committee issue, but you will understand my concern. I would like 
to avoid that as much as possible and make it possible for people 
in their homes to stay in their homes. 

Mr. Howard. Sure. 

Chairman Dodd. But if that fails, then obviously having some 
means by which you put that property back into private hands 
where they are generating tax revenues and creating wealth for the 
family that has moved in. But to the extent I am able to avoid that 
from happening is something we are looking at, as well, and that 
is where some of these other ideas are emerging. 

Ms. Andrews. If I may, Mr. Chairman, I would like to urge you 
to continue to include the Affordable Housing Fund in this legisla- 
tion because of the obligation that we believe that the GSEs do 
have. They can do something very unique. They can touch a part 
of the population that is not being served by any other program 
that we have. And missing this opportunity within this legislation, 
I think, would be a terrible waste. 

Chairman Dodd. I hear you, Ms. Andrews, and my intention 
here is to do everything possible to keep that as a part of this pack- 
age, as well. 

I have taken a lot more time than I said I would and I apologize. 
Bob. 

Senator Corker. Actually, since I know we have gotten off the 
initial focus here, which I think is a good thing, by the way, and 
I want to do the same, but since Senator Bennett has had such a 
history with the primary focus of this, I am going to go ahead and 
let him go first and then follow up. 

Chairman Dodd. That is a new Senator, very smart on the se- 
niority system. 

[Laughter.] 

I was never that — when I sat in that chair down there, Jefferson 
was President when I was actually sitting there, it was that long 
ago. 

[Laughter.] 

Senator Bennett. You are assuming I am totally prepared. 

Mr. Howard, you have talked about the expiration date that is 
in the current legislation with respect to the change in the mort- 
gage level. What is wrong with making it permanent? 

Mr. Howard. Well, we had been very supportive of making it 
permanent, Senator, but just to show the severity of the dire con- 
sequences to our industry right now, we would settle for any exten- 
sion of it. We have been working with some of the largest banks 
and the Financial Services Roundtable and have come up with a 
proposal to extend it for another 2 years. Any extension would be 
welcome, and permanency, of course, is something that we would 
very much like. 
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Mr. Quinn. Senator, our members would support the increase 
with GSE reform. That was the one caveat they gave us. Mandate 
to go temporary increases, but if you get GSE reform, we would be 
willing to go for a permanent increase. 

Senator Bennett. I don’t think the housing market, as we work 
our way through this particular problem, is ever going to go back 
to a period where the lower rate makes a lot of sense. Yes, housing 
prices have spiked at, what, 50 percent, whatever, depending on 
what you take as your base to get the spiked amount, but in terms 
of the long-term trend going up, even coming down from the high, 
it is within the band of the long-term upward movement and there- 
fore a permanent increase in that rate makes sense in the long 
term to me. 

Now, Ms. Andrews, you testified to the shortage of low-income 
housing, and that is one of the factors here that we have talked 
about, we talked about in the previous hearing. If we take the over- 
all numbers of the inventory overhang, it looks like our big problem 
is we have too much housing and we have to wait until the inven- 
tory is sold off. But if you segment the market, there is no over- 
hang in the area where you are particularly concerned, and that 
gives rise to the possibility of somehow splitting the incentives and 
saying that the people who worked to create our problem — they 
didn’t do it to create the problem, but the people who created the 
problem by buying houses in the hot markets in the hope that they 
could flip them and thereby created demand in the hot markets to 
the point where there is the overhang in Miami and California and 
other places, let them take the consequences of their actions. 

I like the comment that is in the Washington Post where they 
say in their editorial, these decisions were made by grown-ups who 
were hoping to profit enormously, and when it turns out the mar- 
ket went the other way, they should pay the price for having bet 
incorrectly. 

The people you represent are not in that circumstance, and as 
the whole building system, the home builders, Mr. Malta, are 
seized up by lack of credit, what could we do to increase lack of 
credit making money available for home builders to deal with the 
undersupply of housing in the area that Ms. Andrews represents 
so that they can go back to building homes while at the same time 
those who speculated for the vacation homes or the second or third 
home, the hot part of the market, pay the economic price of having 
made the wrong decision, but we don’t impose that market dis- 
cipline on the part of the market that needs home builders? 

Here is a perfect supply and demand situation that is being in- 
terrupted by the availability of credit. Ms. Andrews’ constituents 
need homes. Your constituents want to build homes. Why aren’t we 
doing it? Because the money isn’t available. The credit isn’t avail- 
able to have people buy it. Solve that problem for us, any of you. 

Ms. Andrews. I would be happy to take a crack at it. I think the 
perfect solution really is in the proposed Affordable Housing Fund. 
This would provide a combination of subsidies that would allow the 
prices to be affordable to people at the bottom end of the income 
spectrum and therefore would help the production folks, and it 
would provide leveraged support that would allow lenders to get in- 
volved in that equation. 
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So, for example, our organization would be able to do the very 
early stage front-end stuff that is hard for the banks to do, get the 
projects ready for the private sector, and then have private money, 
construction funds and permanent funds, come in and take these 
out. So this is a perfect ramp, if you will, between that market seg- 
ment and the private sector, both the building community and the 
lending community. 

Mr. Howard. Senator, from the home builders’ perspective, we 
are seeing now a lack of credit not only on the mortgage end, but 
on the acquisition, development, and construction end, as well. 

Senator Bennett. Right. 

Mr. Howard. So from our perspective, the first thing that has to 
be done is to stabilize the financial markets as a whole through the 
tax credits, through FHA modernization. Even GSE reform sends 
the right message to the capital markets and to the consumers and 
will shore up confidence. That has got to happen before we could 
avail ourselves of anything in the Affordable Housing Fund, be- 
cause right now, the builders are not getting credit themselves to 
even begin the development process. 

Senator Bennett. Let us take Johnny Isakson’s idea and apply 
it to this particular problem. Johnny Isakson’s idea is to deal with 
those properties that are going into foreclosure. Is there a tweak 
that could be made in tax incentives that would go in this direc- 
tion, or Mr. Howard, are you saying that that is not the problem 
and that wouldn’t be helpful? 

Mr. Howard. This problem is so severe that that is a step in the 
right direction and would be helpful, but it is not going to be the 
panacea, I am afraid, that many believe it could be. So we would 
have to tweak it and I would have to have some time to get with 
some of our analysts and experts and even bring in people from the 
capital markets themselves and give you a more thorough answer, 
Senator. 

Senator Bennett. OK. Mr. Malta, you 

Mr. Malta. Senator, yes. Johnny Isakson’s proposal, REALTORS 
applaud the proposal and we see it both for new construction, for 
first-time buyers, for the credit applying for buying foreclosed prop- 
erty, et cetera. We see that liquidity in the market is absolutely es- 
sential to jump-start the market and buyers need an incentive to 
go out and buy property. They feel that next year, they could buy 
it at a lower price, so why get out there and do it? So these incen- 
tives in the marketplace, I think would be key to jump-start that. 

Senator Bennett. Anyone else? I see a perfect way to get home 
builders going, get REALTORS getting commissions, and solving 
the problem that seems to be, as you say, Mr. Howard, blocked by 
the fact that people can’t get a hold of money. That is very inter- 
esting. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you. What I will do here is Senator Car- 
per is on his way back. We have a vote going on. So we will take 
a 2-minute recess, but as soon as Senator Carper comes back, he 
will start the questioning, so we will just pause for a minute here 
until he comes back. I would normally stay, but the second bells 
have rung here, so we probably want to get over and vote. 

We will be in recess for a couple of minutes. 
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[Recess.] 

Senator Carper [presiding]. Senator Dodd has gone to vote. He 
was good enough to allow me to reconvene us and we can continue 
to save some time. Thank you all for being here. 

I apologize for arriving a little late. My oldest son is a senior in 
high school and we were making a college campus visit this morn- 
ing and so I had my “Dad” hat on. That is the most important 
thing in my life, but the GSE regulatory reform is — maybe not a 
close second, but second or third, so it is important to me, and I 
think it is important to our country. We appreciate very much your 
input and your testimony today. 

We had some other folks — actually, we had a lot of banking regu- 
lators before us earlier this week and I sort of reviewed with them 
a list of the issues that I think over the last several years we have 
come to agreement on with respect to regulatory reform for GSEs. 
No. 1 is the idea of combining OFHEO, combining the Federal Fi- 
nance Board into one entity. 

Second would be the independence of the regulator, the idea of 
having a regulator that is independent of the appropriations proc- 
ess, much as the other regulators are. 

Third is the notion that instead of having to go through the Jus- 
tice Department for litigation, this regulator would be independent 
and have independent litigation authority as other regulators do on 
receivership. This independent regulator for GSEs would have the 
power to put a GSE in receivership if it was ever needed. Hope- 
fully, that won’t happen. 

The idea of combining mission oversight and new product author- 
ity into one world class regulator, we all seem to agree on. Flexi- 
bility for the regulator to set capital standards, whether they might 
be risk-based or minimum capital, there is sort of general con- 
sensus on that. And there is some agreement on restriction of the 
size of GSE portfolios. 

But there are a couple of areas, maybe four or so, that we don’t 
necessarily see eye-to-eye on. The House has been able to find com- 
mon ground, but we have not, and I wanted to try to focus on some 
of those and to follow up on Senator Dodd’s questioning. 

We have been joined by Senator Jack Reed of Rhode Island, who 
has worked long and hard, and Jack, before you were here, Ms. An- 
drews and others were talking about your good work and hoping 
and encouraging us to ensure at the end of the day we pass a regu- 
latory reform measure for the GSEs and that we include in it an 
Affordable Housing Fund. 

There are at least three ideas out there for how to fund it, and 
Senator Reed has one of those. I want to ask — and I think there 
is a different approach in the House bill and I think there is yet 
a different approach for creating affordable housing through Fed- 
eral Home Loan Banks, and I think their approach under law is 
10 percent of net income. I think that is a requirement. I think 
there is a fund that is actually set up for that purpose and is a re- 
pository for those dollars. 

What I would like for us to do is to focus on the three ideas, the 
existing practice that is within — the practice of the Federal Home 
Loan Banks under law; second, the proposal of Senator Reed which 
Ms. Andrews has alluded to; and the third is the approach in the 
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House bill with respect to how to fund an Affordable Housing 
Fund. 

Let me just ask any of you to comment for or against, favorably 
or unfavorably, about any of those three options, please. Ms. An- 
drews, would you just kick it off? 

Ms. Andrews. Sure. Well, first 

Senator Carper. Let me just say, one of the things that I have 
heard about the idea of having what I call a transaction fee that 
would simply go into an Affordable Housing Fund as opposed to 
some percentage of net income is that you may have years like this 
year, like last year, where the GSEs, Fannie Mae and Freddie Mac 
lost a lot of money and yet they would still be required to put 
money into the Affordable Housing Fund. Safety and soundness 
concerns have been raised about that. A lot of years, they made a 
bundle of money, so it wasn’t much of a concern, but last year it 
may have been a concern. 

So that is sort of setting the stage for a little discussion here and 
let us just have it. Ms. Andrews, why don’t you kick it off. 

Ms. Andrews. Yes. The first thing I should say is we would be 
happy to consider all of those ideas and to think through all of 
those ideas. The key thing is to get this going and to find a way 
that everyone can agree that it should be funded. 

We endorse the approach that Senator Reed has proposed, which 
is a small amount on the ongoing annual business, and we do that 
and he has proposed it in the context of making sure that there is 
safety and soundness and that the regulator has the judgment and 
the opportunity and the power if there is a financial — a year that 
poses financial difficulty, to cease the contributions going into that 
fund. So we feel that aligning it with the expansion of business, 
with the expansion of the GSEs’ ability to do work, profitable work 
in our neighborhoods and in our communities is really the way to 
go about it with a strong regulator that can exercise judgment. 

Senator Carper. OK. Thanks so much. 

Let me hear from others, please. 

Mr. Quinn. Senator, we suggested a tax on the portfolio. They 
use their borrowings to support the portfolios. That is where they 
get the greatest advantage in the capital markets, so we thought 
that would be much more direct. We are very concerned with a net 
income or a fee on a transaction that gets passed directly over to 
the consumer. 

Senator Carper. Help me. The approach in the House bill — is 
that the approach they use in the House bill? 

Mr. Quinn. I thought it was in Senator Reed’s bill 

Ms. Andrews. The House bill, if I may, the House bill imposes 
a 1.2 basis point tax, if you will, on the stable book of business. 

Mr. Quinn. On the portfolios. 

Ms. Andrews. Senator Reed has proposed on the business flow. 

Mr. Quinn. On the portfolios. 

Senator Carper. So you are suggesting 

Mr. Quinn. The House 

Senator Carper [continuing]. The House approach. OK. Let me 
hear from some others, please. 

Mr. Howard. I guess from our perspective, first and foremost, I 
agree with Kieran that we certainly don’t want to see the GSEs 
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pass on the cost of this to the ultimate consumers and raise hous- 
ing costs. Given their recent practice of increasing fees, I think that 
is something we really need to protect against. 

Second, as representing those who would be building these af- 
fordable housing units, there has to be some sort of a safeguard to 
ensure that even in a bad year, the fund doesn’t go down to zero 
and projects that are in the pipeline and have already had signifi- 
cant dollars put into them aren’t cut off. So that has to be exam- 
ined very carefully to make sure that there is going to be a con- 
tinuity of effort and that this program is not interrupted by bad 
years. 

Senator Carper. OK. Good point. Thanks. Other thoughts, 
please. 

Mr. Shear. I will first thank you for so well summarizing the po- 
sition we have on the single regulator, which we have had for some 
time now. So I will thank you for just 

Senator Carper. You guys have been staying on message for 
some time. Good work. 

[Laughter.] 

Mr. Shear. Thank you. When we have talked about it among 
ourselves — this is not an evaluation we have conducted but we 
have discussed the idea of a broader based fee, in terms of basis 
points applied to the enterprises’ book of business. If you are going 
to have an Affordable Housing Fund, you are moving in a direction 
such as the Federal Home Loan Bank’s Affordable Housing Pro- 
gram, and there is a cost of doing that. You have to recognize this 
cost in setting the numeric goals. It would change the paradigm. 

But we like the broader-based fee based on the idea that we don’t 
want to create incentives for the GSEs to change their — how much 
they use retained portfolio versus securitization to achieve certain 
targets. 

Senator Carper. All right. Thank you. Yes, sir? 

Mr. Malta. Thank you, Senator. We, too — REALTORS® would 
have concerns if it were done on a per transaction basis for obvious 
reasons, as the speakers have already spoken on. Thank you. 

Senator Carper. Thanks very much. 

The other question I want to ask, and I will ask you just to be 
real brief in responding on this point, the same general subject. 
The issue is Affordable Housing Fund. In my State, and I am sure 
in Rhode Island and other States, we benefit from the good work 
of, in Delaware, the Pittsburgh Bank, but we have these Federal 
Home Loan Banks around our country. They contribute, I think, 10 
percent of their net income to affordable housing. I think they actu- 
ally have a repository into which, or a trust fund into which the 
money actually flows. 

My question is, if we are going to have an Affordable Housing 
Fund that goes out of Fannie Mae and Freddie Mac, and my hope 
is that we will — I am strongly supportive of Senator Reed’s efforts 
generally in that direction — but if we are going to have it, should 
we simply — do we need to reinvent the wheel? Do we need to come 
up with another trust fund in which to be a repository, in this case 
for monies that might flow from activities of Fannie Mae or Freddie 
Mac, or should we simply use the repository that is already there? 

Yes, ma’am. 
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Mr. Howard. May I get to that? 

Senator Carper. And I would ask you to be brief, everyone to 
just be brief because my time has expired. 

Mr. Howard. We certainly support and think that the Affordable 
Housing Program that the Federal Home Loan Banks has devel- 
oped is a good one and it is a step, but it really doesn’t go far 
enough. These grants from the Affordable Housing Fund amount to 
about $5,000 on a per unit basis. It is very, very shallow from a 
subsidy point of view, does not produce that much with the way of 
deeply affordable housing, and the income standards are still very 
high. 

I think what is important about the Affordable Housing Fund, 
the block grant program and the Capital Magnet Program, is that 
it is targeting very deeply, and that is something we have not had 
in these programs in many, many years. 

Senator Carper. Thank you. Let me hear from others, please. 

Mr. Quinn. Senator, we are fine with the funds being there with 
the regulator. We want to make sure that it goes after — we are see- 
ing a shortage of multi-family apartments, also, that serve the very 
lowest incomes. It is going to be people are moving from foreclosed 
homes back to this multi-family. They are going to be staying in 
those multi-family properties longer because it is going to be hard- 
er to qualify for a loan. So we want to see — the home program that 
you use now, we think is a great vehicle and we want to see it go 
to cities and States. 

Senator Carper. Thanks very much. Others, please. 

Mr. Malta. Senator, coming from California where these funds 
tend to get raided a lot, we would like to see whatever vehicle is 
best that protects those funds, that those funds go directly to what 
it was intended. 

Senator Carper. All right. Thank you. Anyone else? No? OK. 

Senator Reed. Thank you all. 

Senator Reed. Thank you very much, Senator Carper. Senator 
Carper has been a relentless advocate for the GSE reform bill and 
a very effective one, and so if we — and I hope we do get it through. 
Much of the credit for keeping it moving goes to you, so thank you. 
Thank you very much. 

I want to thank all the panelists not only for your testimony 
today, but your insights over several years in your professional ca- 
pacities have been extremely helpful to me and also to the com- 
mittee. 

One point that I was thinking about, Senator Carper raised a 
very interesting line of questioning about how you assess a fee or 
a levy to support an Affordable Housing Trust Fund, and one of the 
concerns about that being passed through. But it raises a question 
of mine is, it is very difficult in a business when you know you 
have a cost or taxes not to think of ways to pass it on to your cus- 
tomers. The real question might be how easy it is to pass on or 
what percent you can pass on given these different transaction fees 
versus net income assessment. 

So in that line, let us begin with you, Ms. Andrews, on that, to 
ask people, my sense is that any organization would try to pass on 
costs to consumers if they could get away with it, so the form of 
the assessment, that might be the critical issue. 
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Ms. Andrews. I agree. I don’t think that that is really the crit- 
ical issue. We know and we believe that whatever impact this will 
have, it will not be a material one on the shareholders. It is well 
within the range of the two agencies to absorb this and to do it in 
a way that really is not going to impact their stock, their share- 
holders, or their ability to capitalize themselves. 

Senator Reed. I guess, and I want to ask everybody else to re- 
spond, but to me, again, the most obvious would be to put some 
type of basis point levy on every transaction because it looks like 
a sales tax or excise tax or something and it could be attributed 
directly. That is why I think one of the — we were thinking more 
in lines of a levy on net income, which is less specific to individual- 
ized transactions. 

Mr. Howard. 

Mr. Howard. I guess, Senator, from my perspective, what this 
again is evidence of is the importance of having a regulator of safe- 
ty and soundness as well as the mission regulator at one place 
talking with each other and they can make sure that the appro- 
priate balance would be reached on how to raise the money and 
how to make sure at the same time it is not increasing costs of 
housing somewhere else in the market. 

Senator Reed. Thank you. Mr. Quinn, please. 

Mr. Quinn. Senator, it is very difficult to hide an additional cost 
and not pass it through, but a fee on a transaction would be direct 
and would jump up. 

Senator Reed. Yes. 

Mr. Quinn. We went to the portfolios. That is where they get 
their savings. We thought that was a direct 

Senator Reed. No, I mean, the good news is the House has an 
Affordable Housing Fund component in their bill. We could add to 
that good news by passing legislation in the Senate. Then we would 
get to conference and we would have to have a very detailed discus- 
sion based upon a whole set of issues, and one which you have both 
highlighted is to what extent would this be passed on and inhibit 
activity of the consumers or the services of Fannie and Freddie, so 
I think this is a very fair point. But my hope is we have this dis- 
cussion in conference and we resolve it. 

Mr. Malta, do you have comments? 

Mr. Malta. Thank you, Senator. I would just be echoing the com- 
ments that were already made. 

Senator Reed. Mr. Shear. 

Mr. Shear. I would be echoing the comments. A lot of times, the 
devil is in the details and we are not going to resolve it at this 
table. 

Senator Reed. No, but your insights are very, very helpful and 
I thank you for that. 

One of the aspects of the proposal that I have made with respect 
to affordable housing is to provide 35 percent of the funds to Com- 
munity Development Finance agencies to match with private funds, 
et cetera. Ms. Andrews, you are deeply engaged in the CDFI effort. 
Can you tell us how you would use it, how much funds you think 
you can leverage, and anything else you think is relevant? 

Ms. Andrews. Sure, I would be delighted. One of the proposals 
that is on the table for this and actually is being worked on by one 
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of our groups now, it is called Self-Help in North Carolina, is to 
create a pool of funds that would be leveraged through something 
like this that would be available for the purchase of foreclosed and 
abandoned property for the rehabilitation and stabilization of that 
property, and then to make those new properties available to very 
low-income people. So that is a great example of the kind of thing 
that we could do. 

If I may, I will give you one more concrete example. 

Senator Reed. Sure. 

Ms. Andrews. We have — my organization just in the last few 
weeks provided a $10 million loan to the Elva McZeal Apartments 
in Brooklyn, New York. This is a 142-unit building that is occupied 
entirely by very low-income families. Most of them are single fe- 
male-headed households. We were able to take funds from our fund 
and then leverage in funds from the United Methodist Pension 
Fund that created a stable mortgage, a fixed rate, a 30-year mort- 
gage that allowed this building to stabilize, and the mostly women, 
female-headed households, to become homeowners. That is another 
example of how we would leverage. 

Senator Reed. And the concept embedded in the legislation we 
are talking about is that funds flowing out to CDFIs would always 
have to be matched 

Ms. Andrews. Absolutely. 

Senator Reed [continuing]. And therefore, we get a bigger bang 
for the dollars that we are directing your way. 

Ms. Andrews. Absolutely. We are, as a group across the country, 
on average, leveraging $19 of private money for every single dollar 
of Federal money that we get. 

Senator Reed. One other point in response to your discussions 
about acquiring foreclosed property, et cetera. I had a very inter- 
esting discussion with the head of our Rhode Island Housing Mort- 
gage Finance Corporation and there is a real fear all across the 
country that these foreclosures are leaving properties abandoned 
which very quickly are being stripped of piping. So if we don’t move 
dramatically, we are going to have to go ahead and rebuild afford- 
able housing that has been destroyed through the foreclosure proc- 
ess. That is a very disturbing process, and so unfortunately, I think 
the funds like this would be very useful. 

But I would invite any comments about this magnet funds. Mr. 
Shear, perhaps I will start with you. Have you had a chance to re- 
view this, or 

Mr. Shear. We have had some discussion of the Affordable Hous- 
ing Fund along the lines of financing it, the need to have controls 
in place and the need to have the right incentive structure. We 
have also discussed how it might affect the paradigm of how the 
numeric goals might play out, but I don’t have anything more spe- 
cific than that. 

Senator Reed. Thank you. Mr. Malta, any comments? 

Mr. Malta. We supported similar legislation on the House side 
and we look forward to working with you in the future on what you 
are working on. 

Senator Reed. Thank you very much. 

Mr. Quinn. The benefit of that single regulator is he can work 
with different people over time to see what is working. 
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Senator Reed. You are absolutely right and I think that is one 
concept I think we are all keen on. The details, as we have talked 
about, are critical. 

I would also echo your point, Mr. Quinn, about really the in- 
creased demand for multi-family housing. Many times, that is ex- 
actly what these local agencies are doing, as Ms. Andrews has 
pointed out in terms of that apartment complex in Brooklyn. 

Mr. Howard, any comments? 

Mr. Howard. Well, we always believe, Senator, that passing and 
giving the responsibility at the most local level of government is 
definitely the most effective way to get anything done. We would 
also like to point out that we firmly believe that there should be 
a competitive process by which the construction is awarded to the 
most cost-efficient professional means of building the affordable 
units. 

Senator Reed. Thank you very much. Good comments. 

One final question and I would invite anyone if they wanted to 
comment about it, that part of the legislation we have proposed has 
new affordable housing goals which would direct Fannie and 
Freddie to serve, we hope more effectively, underserved markets, 
including some of those underserved markets of manufactured 
housing, affordable housing preservation efforts, subprime bor- 
rowers who are facing immediate foreclosure. We talked about 
CDFIs, rural markets. Is there anything in that list or additions 
that we should consider in terms of the goals of Fannie and 
Freddie? Mr. Shear, do you have a comment, or does anyone have 
a comment? 

Mr. Shear. I think you have a very good list and I would just 
bring it back to basically our proposal and what has been echoed 
here. It is very important to have a regulator that can look at both 
sides of the issue in a very independent and a very sophisticated 
way and we would love to work with you and the committee in try- 
ing to move forward on that. 

Senator Reed. Thank you very much. Nancy. 

Ms. Andrews. Yes. Senator Reed, one of the things — we agree 
with the list in the duty to serve language. We think that is a fine 
list and it is good. One of the things that you have done and that 
we endorse very much is to ensure that the goals pull out the deep 
targeting that we are looking for, that they look closely at very low- 
income and extremely low-income households. So we would encour- 
age that. 

Senator Reed. Thank you. Mr. Quinn. 

Mr. Quinn. I would echo the lower income on the affordable 
housing goals. 

Senator Reed. Thank you very much. Gentlemen and Ms. An- 
drews, thank you very much for your testimony. Your ongoing as- 
sistance and advice to us is very, very useful. Thank you. 

Chairman Dodd [presiding]. Thank you, Senator Reed. 

Senator Corker. 

Senator Corker. Thank you, Mr. Chairman. I want to thank all 
of you for your testimony. I think this is a 

Chairman Dodd. Bob, if you want to come up and sit up a little 
closer, you don’t have to feel that estranged from 
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Senator Corker. I have got my notes all spread out, but if we 
continue, I will move up right beside you and it will be a tremen- 
dous honor, but 

[Laughter.] 

Chairman Dodd. I want to keep you close here. 

Senator Corker. I understand, and I do, Mr. Chairman. I know 
that we sometimes have differing points of view, but I think it is 
all very, very constructive, and as I told you on the elevator going 
to vote, I think you have had some outstanding hearings and I am 
really honored to be on this committee. I think we are addressing 
some really, really important issues right now and I think these 
panelists and the ones we have had in the past have been just real- 
ly constructive in that process. 

Chairman Dodd. Thanks. 

Senator Corker. I find it interesting that the markets create dif- 
fering opportunities and differing problems as we move through the 
cycle. I know that Nancy has focused on making sure that people 
have affordable housing, and that is something that all of us need 
to focus on, there is no question. I know that as we have had this 
housing bubble, if you will, just a few years ago, we were really, 
really focused on just the high cost of housing. I know some of the 
testimony earlier was that it really — while in some ways, those 
who owned it were benefiting from a growth in equity, those who 
were just trying to get by were really having a difficult time. 

So I just want to point out that we do have these dilemmas and 
sometimes we in the Senate and House try to focus on the problem, 
but in essence, the fact that housing prices are declining some, for 
those people who are financially struggling, that is a good thing. 
I just want us to keep that in mind. I mean, we have had an in- 
credible increase in housing prices. Places like California basically 
cause middle-income people in some cases not to be able to afford 
housing. I just think as we move through trying to focus on this 
problem, we ought to keep those kind of things in perspective. 

At the same time, I know there was some comment, and I am 
not totally familiar with Senator Reed’s legislation, that a way of 
providing affordable housing would be to charge 4.2 basis points on 
transactions to create the funds necessary for low-income housing. 
I would just like for some of the market -based folks that are deal- 
ing with other areas — I guess that, in fact, would inflate the cost 
or the loan cost to all borrowers across the country, is that correct? 

Mr. Howard. [Nodding head.] 

Senator Corker. OK. And I think, and while I absolutely ap- 
plaud the efforts to do that, and I probably wouldn’t be in the Sen- 
ate today if it hadn’t been for my involvement civically in similar 
kinds of issues, as far as the market-based folks are concerned, is 
that the best way to deal with it, meaning that we basically are 
jacking up, if you will, the cost for people all across America to bor- 
row money and own homes? Is that the best way to deal with af- 
fordable housing, or would a more surgical approach, where we al- 
locate resources in a different way, would that be a different — of 
course, all taxpayers, in fact, pay for that, too. I am just wondering 
if there is any competing philosophy there as it relates to how we 
deal with low-income housing. 
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Mr. Malta. Senator, there is no best way to tackle the affordable 
housing issue. It is a multi-prong approach that it is going to take 
to deal with that issue and to get us through this crisis and be- 
yond. 

We believe that we have got to get the market stabilized, and 
that is why we are coming out so very strongly in relation to our 
comments in relation to the jumbo market, et cetera, which does 
impact the affordability overall. We are not just talking luxury 
properties. We are talking about the market as a whole. So, again, 
the fund is one component of many prongs that you need to move 
this whole legislation forward and work on it. 

Mr. Quinn. It is exactly that, one component that doesn’t exist 
today. If it is targeted to low- and moderate-income people, it will 
be excellently received out in the marketplace. It is very hard to 
distinguish a tax, a cost. It is going to raise the cost of financing, 
and to what degree. But we echo also the message to the capital 
markets today for passing this legislation could go a long way to 
sort of free up some gridlock all across the capital markets. There 
are a number of different things you can do for foreclosures and to 
stir up the economy. You have passed the bills up to date, but this 
is just one major signal. I can’t underestimate that enough. 

Ms. Andrews. Senator Corker, if I may, this is a tax, if you will, 
that amounts to about a half-a-penny. It is less than a half-a-penny 
and it grows and it shrinks based on the strength of business. It 
can be stopped. It can be ceased at the point that there is a finan- 
cial problem that the GSEs face. So if we are trying to think of how 
do we equitably do this, this approach is as good, I think, as almost 
anything else that we can come up with. 

Mr. Howard. Senator, I would agree with that. I guess my un- 
derlying point right now would be, however, that the housing econ- 
omy is in such bad shape that adding any cost right now is a po- 
tentially troubling situation. If the GSEs were going to keep the 
costs themselves and keep them in-house, that is one thing. But as 
was pointed out by Senator Reed, that almost never happens in 
business, and right now, those who are trying to finance the con- 
struction of new homes at every level of the market are struggling 
mightily, and adding any cost right now is something that we 
would be concerned about. 

Senator Corker. What I would like to do then is follow that line 
of thinking, and that is I know that each of you have focused on 
some of the components in this last stimulus package, and those 
were the ones that actually cost nothing immediately. I mean, in 
essence, we raised the GSE limits and that is what — I just would 
like to point out, that is what all of you have focused on. The other 
part of sprinkling money around America and getting people to 
spend it obviously was a huge part of the cost and yet does nothing 
to really focus on the crisis, if you will, or the correction or what- 
ever we want to call it that we are dealing with right now. 

So I know we are going to be dealing with some other legislation 
and since we have this awesome panel of folks here to talk about 
it, what are the things that surgically deal with this problem? We 
have got such a collage of ideas out there, and I actually would like 
to focus first on the home builders. Instead of having a 2-year loss 
carry-forward, you go back 5 years. It is a cost to the Treasury of 
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$17 billion, OK. I know Nancy has a lot she could do with $17 bil- 
lion, and all of you do. It is a $17 billion cost, and yet it does abso- 
lutely nothing, if you will, as it relates to dealing with the credit 
issue. 

That is what I have been trying in my own one of 100 focus to 
do, is to make people realize that it is going to do nothing whatso- 
ever other than shore up home builders that are in trouble. It 
shores up every industry, but that is really not the problem today. 
I mean, the problem is that we have a credit issue, and since the 
home builders are the ones who are going to benefit from that most 
of this group, anyway, I would love for you to respond. 

Mr. Howard. Well, sir, I guess it would be difficult for many 
home builders to be able to avail themselves of stability in the 
credit markets if they go out of business, and unfortunately, the 
circumstances are such that many home building concerns through- 
out the nation, in fact, in your State as well as others, are in a po- 
sition where being able to carry back their net operating losses, or 
carry forward their net operating losses would enable them to in- 
fuse capital into their own businesses and keep people employed 
and keep businesses open. 

You are right, it doesn’t address the credit issue immediately, 
but it keeps people at work and in business and that is why we 
think it is important, and that is how dire this situation is for the 
home building concerns around this country. 

Senator Corker. I guess all the framers and plumbers and elec- 
tricians and all that would just deal with the next home builder 
that was solvent, is that not correct? I mean, it is not like — when 
you talk about the employment issue, home builders don’t really 
employ that many people. It is all the subcontractors that actually 
work under that umbrella 

Mr. Howard. Senator, as one who just went through the process 
of building my home and is very intimately involved in the busi- 
ness, as much as I applaud the work of the subcontractors, you 
need a general contractor to oversee everything. If they go out of 
business, it will make the home construction process significantly 
more difficult. 

Senator Corker. Yes, and I am certainly not saying that you can 
do that without a general contractor. So you would see that as 
spreading that net loss carry-forward out to every industry in 
America, not just home builders, every 

Mr. Howard. That is correct, sir. 

Senator Corker. You understand, I mean, that is every company 
in America 

Mr. Howard. I do understand that 

Senator Corker [continuing]. And that is a $17 billion expendi- 
ture. You think that is an important factor to solving the credit 
problem that we are dealing with today? 

Mr. Howard. I don’t think it is an important factor to solving the 
credit problem, sir. I think it is an important factor to keep many 
of America’s small businesses open with their doors open, and Sen- 
ator, not to be disrespectful, but I had not heard $17 billion. I 
thought it was a $7 billion cost. 

Senator Corker. Seventeen billion was the number we were 
given yesterday. 
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All right. There is another, I guess, another piece of this that is 
the $10 billion — expanding the State governments’ ability to use 
their own bonds, tax-free bonds, to help people with subprimes. It 
is a $1.7 billion cost. I am wondering if anybody might comment 
on the efficacy of that particular proposal, which does seem like it 
at least gets it down at a level where people actually know what 
is happening on the ground and might actually deal with people 
they know, but I would love for you all to respond to that. 

Mr. Quinn. Senator, we support that wholeheartedly. I think it 
does two things. It gets capital out in the markets and gets it into 
many States. There are three States in the Upper Midwest, Cali- 
fornia, Florida, Nevada, that are having the more serious problems. 
So it is a very targeted solution. So we applaud that. 

Senator Corker. So we have a targeted solution that costs $1.7 
billion that actually addresses the credit problem. We have a $17 
billion issue that helps some home builders — and by the way, I un- 
derstand the problem, but it also scatters throughout the entire 
economic base in our country that has nothing whatsoever to do 
with this credit issue. 

I think you may have a comment. 

Mr. Malta. In the same, the National Association of REAL- 
TORS® came out and supported the mortgage revenue bonds, as 
well. 

Senator Corker. So surgically, that, in fact, does help us. What 
I find interesting about this entire stimulus issue is that there are 
so many things that we can do legislatively that cost the taxpayers 
almost nothing, and I am talking about the GSE jacking the rates 
up, creating some freedom through the FHA modernization, the 
$1.7 billion — which is a lot of money, don’t get me wrong, but com- 
pared to the $160 billion we just spent and what is now being pro- 
posed — very, very small amounts of money and some legislative 
freedoms can do huge things to solve this problem versus, if you 
will, spending billions and billions and billions that have nothing 
whatsoever to do with the problem. 

I would just like some expansive conversation. Was there another 
comment? Yes, Nancy. 

Ms. Andrews. I did want to say with a little humor that I feel 
like I am offering you the best deal on the block. We are talking 
about a program that is 4.2 basis points. It is about $800 million 
a year. We are going to leverage it 19 times over. The stimulative 
effect of that is very profound. It just pales by comparison with the 
other numbers that you are describing. 

Mr. Howard. I guess, Senator, from the perspective of our orga- 
nization and our industry, which as recently as 2 years ago was 16 
percent of the GDP and is now about 14 percent, a 2 percent drop- 
off, we are feeling that we are heading precipitously toward a re- 
cession, that there are two different philosophies on how to address 
it, how to stimulate the economy. One is do you stimulate the con- 
sumers, as the bill that just passed did, or do you look at the indus- 
tries, and if home building concerns are important to the economic 
health of this country, then it would seem to us that keeping them 
viable is equally as important. 

And so I think you have to debate and it is really the decision 
of you all on that side of the dais to determine what is the most 
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effective way to do it. But we can make a very solid case for net 
operating losses, for mortgage revenue bonds, even for the 1975- 
76 President Ford tax credit at this point in time, and we believe 
that the situation is so dire that any and all of these things need 
to be discussed, but ultimately that some action needs to be taken 
very, very soon. 

Mr. Quinn. We are with him on the tax credit idea, new homes 
and homes coming out of foreclosure. 

Senator Corker. The Johnny Isakson — I think that is a $13 bil- 
lion — it is somewhere from a $9 to $13 billion cost, and that every- 
body at the table agrees is something that ought to occur. 

Mr. Malta. Yes. 

Senator Corker. OK. Mr. Chairman. 

Chairman Dodd. Well, thank you very much, Senator. 

A couple of other items were included in this idea. One was the 
Community Development Block Grant approach, targeted resources 
to go to counties and municipalities to assist county supervisors 
and mayors and others where you had foreclosed properties, to 
mitigate against the adverse effects of that, not as a revenue shar- 
ing program but as some assistance. The counseling idea, Senator 
Kit Bond and I offered $180 million back some months ago and re- 
sources to go to various counseling organizations. We are told there 
is a greater need for that. 

Again, Senator Corker’s point, I would say that there are three 
clusters of issues here that we are grappling with. There are a lot 
of moving parts in all of this. One is what do we do to make sure 
that this doesn’t happen again, and there are a lot of ideas. We 
have introduced some legislation. I have talked with Kieran and 
his group and others about various things that we have to do, and 
we are going to get to that. But at this juncture here, that isn’t as 
immediate an issue as is the current, I call it crisis, problem. So 
that is the first cluster. 

The second cluster is what can we do to minimize the impacts 
of this on people who are being adversely affected by it, those who 
are facing foreclosure, the costs to communities and the like to try 
and mitigate. It doesn’t deal with the problem, it just deals with 
the problems that have been created by the problem, in a sense. 

And the third cluster is obviously what do you do about the prob- 
lem, in a sense, of loosening up this credit, looking at this whole 
issue of moving again. That is the third group of issues, and the 
most important one in many ways, because if you could help solve 
that — and I don’t think the two are entirely separate. I think there 
is a correlation between building the kind of confidence and opti- 
mism, that intangible quality that has an awful lot to do with the 
issue of people once again taking risks, stepping up to the plate. 
I don’t want to overestimate the importance of that, but I think to 
sort of stovepipe it and just say these are totally separate issues, 
I think is to miss the point. 

While I agree with Senator Corker, some of these things don’t 
really address the issue of how we get this back on track again, I 
think there is a value in that and in providing some level of con- 
fidence and hope. And obviously to the extent you can keep people 
in their homes can make a huge difference to me. I mean, that is 
just dealing with the problem. I would much rather keep someone 
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in their home than the question of having to offer a $13 billion tax 
credit to provide someone with the opportunity to buy that fore- 
closed property. 

It seems to me to the extent we can minimize this cost — and 
when we tried this idea in the past of actually setting up a corpora- 
tion to take highly distressed mortgages and buy them in bulk and 
then offer them at a discount cost and a fixed rate over a period 
of time, the Federal Government made $10 billion off that program. 
It was not neutral, it was a money maker. Now, they could argue 
whether or not that would work today given the differences that 
existed earlier, but like that idea or the one that Chairman 
Bernanke talked about yesterday, but the idea that we would try 
and put people in a position who are owner-occupied — I am not 
talking about the speculating community, but to give that constitu- 
ency an opportunity to remain in their homes with a cost that they 
could afford. 

My concerns are that right now, we are talking about people who 
have had credit problems in the past, are in some trouble, but it 
is beginning to move into a more secure constituency, as well. The 
estimates are that we can be starting to talk about not 2.5 million 
homes, but as many as 40 to 50 million homes that are underwater 
or could be underwater in the sense of what the value of that prop- 
erty is and the cost of that mortgage. And then if these problems 
create larger economic issues, the ability of that individual to sus- 
tain those payments until the value of that property begins to ex- 
ceed the cost of that mortgage get more difficult. Then the problem 
becomes a lot larger than 2.5 million. And, of course, when you 
have a 10 to 15 percent decline in housing values, there are some 
reports that indicate there is a $2 trillion effect in our economy, 
and those are staggering numbers. 

So again, I am, as you can sense, I have a sense of frustration 
in trying to get some ideas on how we deal with this and I am cer- 
tainly going to get the FHA and the GSE bill, and Kieran, I don’t 
disagree, I think those are important issues to send, but they go 
back in a sense to Senator Corker’s point. To some degree, FHA 
will provide some help, but I think it would be a mistake to exag- 
gerate what FHA reform is going to do here. I am worried that peo- 
ple are going to think that is going to solve the problem. It doesn’t. 
It can offer some amelioration to it, but it isn’t going to solve the 
underlying issue. 

So this has been a great panel and obviously important. I just 
have two quick questions I want to raise regarding the GSEs. 

There have been some who have suggested that instead of having 
a singular regulator, we ought to look at like the SEC model or 
FDIC. Is there any appeal to that, or is it far better to — Mr. Shear, 
do you have a notion on that at all, whether you would like the — 
I think the single regulator is what people are talking about. That 
makes more sense. Is there any appetite for a board like the SEC 
or FDIC? 

Mr. Shear. No. 

Chairman Dodd. No? 

Mr. Shear. No, we do not favor having regulatory agency, with 
a board, that shares oversight responsibilities with other regulatory 
entities. With respect to whether the single regulator should have 
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a board or director structure, the director model has certain advan- 
tages while a board structure has others. As stated in our written 
statement, we favor a single regulatory agency with either a board 
or what we call a hybrid board structure where a director is in 
charge of the agency. 

Chairman Dodd. Ms. Andrews, any 

Ms. Andrews. No, I am sorry. That is not an area 

Chairman Dodd. And then whether or not you would be subject 
to — the regulator would be subject to the appropriation process for 
its funding. Any thought on that one at all? That gets rather into 
the weeds here, but have you given any thought to that? I see you 
shaking your head. 

Ms. Andrews. No, I have not considered that. 

Chairman Dodd. All right. 

Mr. Shear. We have considered it and there can be some trade- 
offs involved, but we see many of the benefits that other financial 
regulators have had being outside of the appropriations process. So 
we are very concerned about HUD not only being in the appropria- 
tions process, but not being paid for by the GSEs, and there are 
certain benefits in terms of independence, the ability to plan, a 
number of other benefits of removing the GSE regulator from the 
appropriations process. 

Chairman Dodd. All right. Well, those are the kind of issues 
when we start marking up a piece of legislation, you can imagine 
we will have some debates about some of these matters. 

I am told by staff that the $10 billion number that I mentioned 
a moment ago that the Federal Government made as a result of a 
similar program tried a number of years ago may be an inflated 
number, but I may be right and you may be wrong, so we will 
check that out. 

[Laughter.] 

And the Senator is always right. 

[Laughter.] 

We will revise and extend the remarks a little later, as we used 
to say. 

Senator Carper, do you have any additional questions? 

Senator Carper. The Senator is always right, except at home 
with our spouses. 

[Laughter.] 

My staff was good enough to provide a list of four items where 
we are sort of hung up. I mentioned, Mr. Chairman, I mentioned 
at the beginning of my questioning of the panel all the areas where 
we found common ground with one another and I think with the 
administration. There are, as I understand it, about four areas 
where we may still be looking for consensus. 

One of those deals with the issue of new products and the 

Chairman Dodd. The approval of new products. 

Senator Carper. The approval of new products. 

Chairman Dodd. I raised that earlier. 

Senator Carper. I want to go back to that just for a moment, if 
I can. 

Chairman Dodd. Can I just say, by the way, I mean, I should 
have made the point earlier, in your testimony, the list on page 
nine of your testimony, I think is a very good list, by the way. As 
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Chairman here, I am very encouraged by those series of sugges- 
tions. I think they are very sound. Sorry. 

Senator Carper. Was that directed to Mr. Shear? 

Chairman Dodd. Yes. 

Senator Carper. The one and only Billy Shear? 

[Laughter.] 

All right. Thank you for an excellent list. One more thing to be 
grateful for. 

Product approval. The House, a I understand the House proposal, 
if one of these GSEs comes up with — now this would just be for 
Fannie Mae or Freddie Mac. This would not, as I understand it, it 
would not pertain to the Home Loan Banks. But if Fannie Mae or 
Freddie Mac would come up with a new product idea, they have to 
go through a process where they lay out an idea, maybe there is 
a 30-day notice or some kind of comment period, a 30-day comment 
period. It is a process that can take an extended period of time. 

I think Senator Sarbanes when he was our Chair or Ranking 
Member, I think he had a different approach and that was to say 
that for existing products, that changes for existing products 
wouldn’t have to go through the notice, the approval process for 
changes to existing products, but for new products, they would 
have to go through this kind of notice and comment period. 

And then there is the idea that a third alternative would be basi- 
cally to treat, for new products, treat Fannie Mae and Freddie Mac 
much as the Home Loan Banks are treated now, and that is they 
don’t have to go through the extended notice and comment period. 

Chairman Dodd may have raised this when I was out of the 
room, I ran to vote earlier in the hearing, but where is a reason- 
able compromise on this and why? Anybody? 

Mr. Shear. I will try to repeat my answer from earlier. It is im- 
portant — I don’t think anybody is saying that if there are changes 
in underwriting or other approaches that that is a new product, but 
there has to be a lot of attention paid and a reasonable compromise 
on how you define a new product or activity, and it is important 
to balance the need to keep Fannie Mae and Freddie Mac con- 
sistent with their charters and contributing to the housing mission. 
There also is a need to be able to adapt products that might be con- 
sistent with that vision in a reasonable amount of time. So a lot 
of it, I think, gets into how do you define a new product or a new 
activity. 

Senator Carper. All right. 

Mr. Quinn. Senator, we are very focused on giving the regulators 
sort of broad latitude to define a new program. Clearly, if it is sup- 
porting liquidity in the secondary market, we think he can recog- 
nize that very clearly and I think he can also agree when it is 
interfering with the primary market and the competitive nature of 
that market. So we give in many cases, and certainly on portfolio 
caps, we want to give the regulator broad latitude in both areas. 

Senator Carper. Some other thoughts, please? Yes, sir? 

Mr. Malta. Senator, yes. Our concerns are more broad. We just 
don’t want to see them derailed from being able to do their mission, 
creating an undue process for them that would not — or would stifle 
them from being able to create new programs in the marketplace, 
especially now when it is so great is the need. 
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Senator Carper. Anyone else? 

[No response.] 

Senator Carper. One of the other differences of opinion that we 
appear to have deals with capital authority, and I think in the 
House bill, Mr. Chairman, I think there is something called a snap- 
back provision. I don’t know if that rings a bell with you. But I 
think the House bill gives a regulator the authority to unilaterally 
raise the minimum capital standard requirement, but requires the 
capital return back to the normal level after some kind of incident 
of concern has passed and they call it a snap-back provision. I un- 
derstand there are some who don’t like that, maybe some on this 
committee, who don’t like the snap-back provision. 

I was trying to think through and talk it over with my staff 
member behind me, trying to think through what might be a rea- 
sonable alternative or compromise there. The snap-back could be, 
instead of for a limited period of time, it could be stretched out over 
a longer period of time, so it would be a slow snap-back, but there 
might be some other ideas, as well. 

Does anybody have a thought on how to thread the needle on 
this particular difference of opinion? Mr. Shear. 

Mr. Shear. I will go back to how we envision this regulator. It 
would be a regulator that would have broad authority. It would be 
subject to not just Congressional oversight, but also to promul- 
gating rules and regulations through a well-defined public com- 
ment process. We think that those types of considerations basically 
should be left to the rulemaking process surrounding the authori- 
ties given to the new regulator. 

Mr. Quinn. Senator, OFHEO had to go to cease and desist orders 
after the last crisis. A bank-like regulator has much more flexibility 
to raise capital or lower capital requirements. That is the model we 
have been espousing, also. 

Senator Carper. Yes. 

Mr. Howard. And we like the snap-back provisions that are in 
the House bill, but if it had to go to something less 

Senator Carper. Less heavy? Less snappy? 

[Laughter.] 

Mr. Howard [continuing]. Less snappy, then I guess we would 
be in favor of a periodic review by the regulator and possibly even 
by Congress to make sure that over-zealous regulators aren’t im- 
peding the GSEs’ ability to achieve their mission. And again, going 
back to Mr. Shear’s comments, a regulator that has responsibility 
for both safety and soundness and the housing mission, I think will 
go very far toward achieving that. 

Senator Carper. OK. All right. Mr. Chairman, this has been a 
good hearing and I applaud you for bringing this group together 
and putting this issue on the fast track. Thank you so much. 

Chairman Dodd. I thank you, and I think we have sort of ex- 
hausted. When you spend 10 minutes on snap-back, I think we 
have kind of reached a 

[Laughter.] 

We have really gotten down to the weeds on this one, I will tell 
you. This will be the last hearing we are going to have on the GSE 
issue here and we are going to try and mark up a bill here pretty 
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quickly, if we can. My hope is we will use some good common sense 
here. 

I know there are those who, frankly, have been hostile to the 
GSE whole idea, and I am not one of those. I agree with those of 
you here. I think had we, in fact, adopted some of the legislative 
ideas earlier, we might be in a very different and more difficult sit- 
uation today. It is one of those things where taking a little time — 
time can be an ally, and thinking things through, and in this case 
here, had we acted expeditiously on this matter earlier, the prob- 
lem today, as serious as it is, I think it would be a more serious 
one. The liquidity provided by the GSEs here has been a lifesaver, 
at least at this point. So we don’t want to miss that opportunity 
and understand the value and the mission statement of Fannie and 
Freddie and the Home Loan Banks. 

I am very grateful to all of you for being here this morning, 
grateful to Senator Shelby for his work he has done as Chairman 
of this committee in this area, as well, and to let you know that 
both on FHA and this issue, we are going to try and get something 
done as soon as we can. But again, we are looking for ideas, as 
well, on how to deal with the problem of keeping people in their 
homes if we can, those who deserve to be kept in their homes and 
can have the ability to do that. 

And the affordable housing issue, Ms. Andrews, you should 
know, I think you heard up here there is a lot of interest in it and 
you make a strong and wonderful case. That constituency is very 
lucky to have you as an advocate. You make an eloquent case for 
the issue. 

Senator Corker. Mr. Chairman, if I can make a comment 

Chairman Dodd. Yes, Senator Corker. 

Senator Corker [continuing]. Since I know you are going to hit 
the gavel here soon, I, too, would like to thank the panel. I think 
that Senator Carper said there is actually a lot of agreement that 
we really need to — it looks like to me we just need to move ahead 
and solve this particular issue as far as the regulation and in- 
creased limits. I want to thank the panel for their testimony. 

To the Home Builders, I do want you to know that I are one, if 
you will. I made a living being a general contractor and I meant 
no disrespect as far as what you do. You are the same group that 
I have worked with for years in many different capacities who gen- 
erally wants government off your back and really hates, if you will, 
so many of the things that we do with such a broad brush. 

My attempt here is really just to figure out a focused way, if you 
will, to deal with the home issues instead of such a broad-brush ap- 
proach, and I hope you understand that. I think in many other 
ways, you respect that, but in this particular issue, I know it hits 
you right in the heart. I just have been a little disappointed in the 
way we have tried to stimulate the economy over the last month 
and I am trying to bring a narrower focus to that, so I just want 
you to understand that but I thank you for what you do. 

Mr. Howard. Thank you, Senator. We do understand. 

Senator Corker. OK. 

Chairman Dodd. Thank you, Senator Corker. Senator Carper, 
thank you. 

The committee will stand adjourned. 
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[Whereupon, at 12:06 p.m., the hearing was adjourned.] 
[Prepared statements supplied for the record follow:] 
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experienced financial difficulties, that could result in significant costs to 
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financial markets. 
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Mac while the Federal Housing Finance Board (FH'FB) is responsible for 
safety and soundness and mission oversight of the FHLBank System. Both 
regulators lack key statutory authorities to fulfill their safety and soundness 
responsibilities as compared to the authorities available to federal bank 
regulators. For example, OFHEO arid FHFB are not authorized t;o limit the 
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Creating a single housing GSE regulator could better ensure consistency of 
regulation among the GSEs. With safety and soundness and mission oversight 
combined, a single regulator would be better positioned to consider potential 
trade-offs between these sometimes competing objectives. To be effective, the 
single regulator must have all the regulatory oversight and enforcement 
powers necessary to address unsafe and unsound practices, respond to 
financial emergencies, assess the extent to which the GSEs’ activities benefit 
home buyers and mortgage markets, and otherwise ensure that the GSEs 
comply with their public missions. To ensure the independence and 
prominence of the regulator and allow it to act independently of the influence 
of the housing GSEs, this new GSE regulator should be governed by a board 
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Mr. Chairman and Members of the Committee: 

I appreciate the opportunity to participate in today’s hearing to discuss 
federal oversight of the housing government-sponsored enterprises 
(GSEs), namely Fannie Mae, Freddie Mac, and the Federal Home Loan 
Bank System (FHLBank System). The housing GSEs continue to play a 
critical role in the nation’s housing finance system and this committee, 
with input from a number of entities, is assessing the contributions the 
GSEs may be able to make to address currently distressed housing market 
conditions. However, as you know, the housing GSEs, which are large and 
complex organizations with more than $6 trillion in outstanding 
obligations, also pose potentially significant risks to taxpayers. When 
Comptroller General Walker testified before this committee in April 2005, 
he stated that the fragmented federal regulatory structure for the housing 
GSEs was not well positioned to help ensure that they operate in a safe 
and sound manner and thereby limit such risks. 1 Further, he stated that the 
fragmented regulatory structure did not provide adequate assurance to 
Congress and the public that the GSEs were fulfilling their critical housing 
missions. As the Comptroller General testified, and I plan to emphasize 
today, the establishment of a single federal regulator with adequate 
authorities to oversee all housing GSE activities is critical to helping 
ensure that the housing GSEs’ financial soundness is secure while they 
continue to provide opportunities to American homeowners. 

To assist the committee in its oversight of the housing GSEs and their 
regulation, my testimony today is divided into two sections. First, I will 
provide an overview of the GSEs and their missions, identify the risks they 
pose to taxpayers and the financial system, and describe the current 
regulatory structure, which is divided among the Office of Federal Housing 
Enterprise Oversight (OFHEO), the Department of Housing and Urban 
Development (HUD), and the Federal Housing Finance Board (FHFB). 
Second, I will identify deficiencies in the current regulatory structure and 
discuss how a single regulator that is endowed with adequate legal 
authorities and governed by a board or hybrid board structure is, in our 
view, the best potential means to help ensure that the GSEs meet their 
housing-related missions while doing so in a safe and sound manner. 


‘See GAO, Housing Government-Sponsored Enterprises: A New Oversight Structure Is 
Needed, GAO05-576T (Washington, D.C.: Apr. 21, 2005). 
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To prepare for this testimony, we relied heavily on a substantial amount of 
work that we have done on the housing GSEs and their regulatory 
oversight in the past (see Related GAO Products), and we also reviewed 
our historical positions in light of recent events. We conducted this work 
in Washington, D.C. in accordance with generally accepted government 
auditing standards. Those standards require that we plan and perform the 
audit to obtain sufficient, appropriate evidence to provide a reasonable 
basis for our findings and conclusions based on our audit objectives. We 
believe that the evidence obtained provides a reasonable basis for our 
findings and conclusions based on our audit objectives. 


Overview of the 
Housing GSEs, Their 
Risks, and Regulatory 
Structure 


I would like to begin my testimony by briefly describing the missions and 
activities of each of the GSEs, and the risks they pose to taxpayers. Then 1 
will describe the current GSE regulatory structure. 


The Housing GSEs Share Fannie Mae and Freddie Mac’s mission is to enhance the availability of 
Similar Missions mortgage credit across the nation during both good and bad economic 

times by purchasing mortgages from lenders (banks, thrifts, and mortgage 
lenders), which then use the proceeds to make additional mortgages 
available to home buyers. Most mortgages purchased by Fannie Mae and 
Freddie Mac are conventional mortgages, which have no federal insurance 
or guarantee. The companies’ mortgage purchases are subject to a 
conforming loan limit that currently stands at a maximum of $729, 750. 2 
Although Fannie Mae and Freddie Mac hold some mortgages in their 
portfolios that they purchased, most mortgages are placed in mortgage 
pools to support mortgage-backed securities (MBS). MBS issued by Fannie 
Mae or Freddie Mac are either sold to investors (off-balance sheet 
obligations) or held in their retained portfolios (on-balance sheet 
obligations). Fannie Mae and Freddie Mac guarantee the timely payment 
of principal and interest on MBS that they issue. 


Economic Stimulus Act of 2008 enacted a temporary increase in the conforming loan 
limit. For mortgages originated between July 1, 2007, and December 31, 2008, the loan limit 
for an area will be the greater of (1) the existing limit of $417,000 or (2) 125 percent of the 
area median home price, not to exceed a ceiling of 175 percent of the statutory limit, or 
$729,750. 
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The 12 FHLBanks that constitute the FHLBank System traditionally made 
loans — also known as advances — to their members (typically banks or 
thrifts) to facilitate housing finance and community and economic 
development FHLBank members are required to collateralize advances 
with high-quality assets such as single-family mortgages. More recently, 
the FHLBanks initiated programs to purchase mortgages directly from 
their members and hold them in their retained portfolios. 3 This process is 
similar to Fannie Mae and Freddie Mac’s traditional business activities, 
although the FHLBanks do not have the authority to securitize mortgages.* 

The activities of the housing GSEs generally have been credited with 
enhancing the development of the U.S. housing finance market. For 
example, when Fannie Mae and the FHLBank System were created during 
the 1930s, the housing finance market was fragmented and characterized 
by regional shortages of mortgage credit. 5 It is widely accepted that the 
activities of the housing GSEs helped develop a unified and liquid 
mortgage finance market in this country. 


Housing GSE Activities While the housing GSEs have generated public benefits, their large size 
Involve Significant Risks and activities pose potentially significant risks to taxpayers. As a result of 
their activities, the GSEs’ outstanding debt and off-balance sheet financial 
obligations total more than $6 trillion. The GSEs face the risk of losses 
primarily from credit risk, interest rate risk, and operational risks. 6 
Although the federal government explicitly does not guarantee the 
obligations of GSEs, it is generally assumed on Wall Street that assistance 
would be provided in a financial emergency. In fact, during the 1980s, the 
federal government provided financial assistance to both Fannie Mae and 
the Farm Credit System (another GSE) when they experienced difficulties 


Mortgages purchased by the FHLBanks contain some lender-provided credit 
enhancements. 

4 Securitization is the process of aggregating similar financial instruments, such as loans or 
mortgages, into pools and selling investors securities that are backed by cash flows from 
these pools. 

s Freddie Mac was established in 1970. 

8 Credit risk is the possibility of financial loss resulting from default by homeowners on 
housing assets that have lost value; interest rate risk is the risk of loss due to fluctuations 
in interest rates; and operational risk includes the possibility of financial loss resulting 
from inadequate or failed internal processes, people, and systems or from external events. 
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due to sharply rising interest rates and declining agricultural land values, 
respectively. 

More recently, the housing GSEs have experienced a variety of operational 
and financial challenges, some of which are described below: 

• Starting in 2003, first Freddie Mac and then Fannie Mae were found to 
have engaged in misapplication of relevant accounting standards and 
earnings manipulation. The GSEs also misstated their incomes by billions 
of dollars. Consequently, OFHEO required Fannie Mae and Freddie Mac to 
develop capital restoration plans and both GSEs are still operating under 
regulatory agreements, which require improvements in their operations. 

• According to FHFB, some FHLBanks did not embrace and implement 
corporate governance and risk management tools necessary for their 
complex and evolving operations, which resulted in operational and 
financial challenges. In 2004, FHFB entered into supervisory written 
agreements with the FHLBanks in Chicago and Seattle, which required a 
variety of operational improvements. FHFB terminated the written 
agreement with the Seattle bank in January 2007. FHFB also entered into a 
related agreement with the Chicago bank in October 2007. 

• Fannie Mae reported that rising mortgage defaults and falling home prices 
contributed to a $3.6 billion loss for the company in the last quarter of 
2007. The GSE predicted that housing prices will continue to fall and that 
its financial performance will deteriorate further. Similarly, Freddie Mac 
reported a loss of about $2.5 billion for the same period, of which 
approximately $2.3 billion is attributed to losses on derivative trades. 


The GSEs also pose potential risks to the stability of the U.S. financial 
system. In particular, if Fannie Mae, Freddie Mac, or the FHLBank System 
were unable to meet their financial obligations, other financial market 
participants depending on payments from these GSEs in turn might 
become unable to meet their financial obligations. To the extent that this 
risk, called systemic risk, is associated with the housing GSEs, it is based 
primarily on the sheer size of their financial obligations. For example, as 
discussed in OFHEO’s 2003 report on systemic risk, if either Fannie Mae 
or Freddie Mac were to become insolvent, financial institutions holding 
the enterprise’s MBS could be put into a situation where they could no 
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longer rely on those securities as a ready source of liquidity. 7 Depending 
on the response of the federal government, the financial health of the 
banking segment of the financial services industry could decline rapidly , 
possibly leading to a decline in economic activity. As another example, 
derivatives counterparties holding contracts with a financially troubled 
GSE could realize large losses if the GSE were no longer able to meet its 
obligations. If such an event were to occur, widespread defaults could 
occur in derivatives markets. 


The current regulatory structure for the housing GSEs is divided among 
OFHEO, HUD, and FHFB, as described below: 

OFHEO is an independent office within HUD and is responsible for 
regulating Fannie Mae and Freddie Mac’s safety and soundness. OFHEO 
oversees the two GSEs through its authority to examine their operations, 
determine capital adequacy, adopt rules, and take enforcement actions. 
Although OFHEO’s financial plans and forecasts are included in the 
President’s budget and are subject to the appropriations process, the 
agency is not funded with tax dollars. Rather, Fannie Mae and Freddie 
Mac pay annual assessments to cover OFHEO’s costs. 

• HUD is responsible for ensuring that Fannie Mae and Freddie Mac are 
accomplishing their housing missions. HUD is to accomplish this 
responsibility through its authority to set housing goals and review and 
approve new programs, and through its general regulatory authority. HUD 
is funded through appropriations. 

• FHFB is responsible for regulating the FHLBank System’s safety and 
soundness as well as its mission activities. The agency has a five-member 
board, with the President of the United States appointing four members — 
each of whom serves a 7-year term — subject to Senate approval. The fifth 
member is the Secretary of HUD. The President also appoints FHFB’s 
chair. Like OFHEO, FHFB carries out its oversight authorities through 
examinations, establishing capital standards, rule making, and taking 
enforcement actions. FHFB is funded through assessments of the 12 
Federal Home Loan Banks and is not subject to the appropriations 
process. 


Housing GSE Regulatory 
Structure Is Divided 
among OFHEO, HUD, and 
FHFB 


7 0ffice of Federal Housing Enterprise Oversight, Systemic Risk: Fannie Mae, Freddie 
Mac, and the Role of OFHEO (Washington, D.C.; Feb. 4, 2003). 
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Housing GSE 
Regulatory Reform Is 
Necessary to Better 
Ensure Safety and 
Soundness and 
Mission Achievement 


We continue to believe that the current fragmented regulatory structure 
for the housing GSEs is inadequate to monitor these large and complex 
financial institutions and their mission activities. Establishing a single 
housing GSE regulator that is equipped with adequate authorities and 
governed by a board would better ensure that the GSEs operate in a safe 
and sound manner and fulfill their housing missions. 


Current GSE Regulatory 
Structure Is Fragmented, 
OFHEO Lacks Key 
Authorities, and HUD’s 
Mission Oversight 
Capacity Is Questionable 


The current fragmented structure of federal housing GSE regulation does 
not provide for a comprehensive and effective approach to safety and 
soundness regulation. Although the housing GSEs operate differently, they 
share common characteristics as targe and complex financial institutions. 
For example, the GSEs rely on sophisticated strategies and activities, such 
as the use of derivatives, to manage the interest rate and other risks that 
are inherent in their operations. In recent years, the GSEs, as discussed 
earlier, have not always demonstrated the capacity to effectively manage 
the risks that they face. 


Moreover, OFHEO, and FHFB to a lesser degree, lack key authorities to 
fulfill their safety and soundness responsibilities, as described below: 

• Unlike bank regulators and FHFB, (1) OFHEO’s authority to issue cease 
and desist orders does not specifically list an unsafe and unsound practice 
as grounds for issuance and (2) OFHEO’s powers do not include the same 
direct removal and prohibition authorities applicable to officers and 
directors. 


• Bank regulators have prompt corrective action authorities that are 
arguably more robust and proactive than those of OFHEO and FHFB. 
These authorities require that bank regulators take specific supervisory 
actions when bank capital levels fall to specific levels or provide the 
regulators with the option of taking other actions when other specified 
unsafe and unsound actions occur. 8 Although OFHEO has statutory 
authority to take certain actions when Fannie Mae or Freddie Mac capital 
falls to predetermined levels, the authorities are not as proactive or broad 


8 Capital can be a tagging indicator of unsafe and unsound conditions at financial 
institutions. Declining asset quality is an unsafe and unsound condition that may be 
identified months or years before capital declines. 


Page6 


GAO-08-563T 



220 


as those of the bank regulators. 8 OFHEO also has established regulations 
requiring specified supervisory actions when unsafe conditions are 
identified that are not related to capital adequacy, but OFHEO’s statute 
does not specifically mention these authorities. FHFB’s statute does not 
establish a prompt corrective action scheme that requires specified 
actions when unsafe conditions are identified. Although FHFB officials 
believe they have all the authority necessary to cany out their safety and 
soundness responsibilities, the agency has significant discretion in 
resolving troubled FHLBanks. Consequently, there is limited assurance 
that FHFB would act decisively to correct identified problems. 

• Unlike bank regulators — which can place insolvent banks into 

receivership — and FHFB, which can take actions to liquidate an FHLBank, 
OFHEO is limited to placing Fannie Mae or Freddie Mac into a 
conservatorship. 10 Thus, it is not clear that OFHEO has sufficient authority 
to fully resolve a situation in which Fannie Mae or Freddie Mac is unable 
to meet its financial obligations. 

In addition to concerns about OFHEO’s and FHFB’s authorities to fulfill 
their safety and soundness responsibilities, the fragmentation of 
authorities and responsibilities between OFHEO and HUD amplify our 
significant concerns with HUD's capacity as the mission regulator for 
Fannie Mae and Freddie Mac. The ability for a regulator to assess tradeoffs 
that may be present between mission achievement and financial 
soundness, especially in the presence of the housing market turmoil we 
are currently experiencing, is especially important. As stated in our 
previous testimony, HUD officials we contacted said the department 
lacked sufficient staff and resources necessary to carry out its GSE 
mission oversight responsibilities. According to HUD’s Director of 
Government-Sponsored Enterprise Oversight, HUD currently has a total of 
about 17 full time positions that are dedicated to GSE mission oversight. 
While HUD’s ability to ensure adequate resources for its GSE oversight 


9 For example, bank regulators generally are required to take specified regulatory actions at 
earlier stages of capital depletion than is OFHEO. Bank regulators also are required to 
initiate four supervisory actions against an undercapitalized institution — including 
restricting asset growth — while OFHEO is mandated to take only two actions (not 
including restricting asset growth). 

i0 According to OFHEO officials, a receivership is empowered to take over the assets and 
operate an entity, assuming all of its powers and conducting all of its business as well as 
removing officers and directors. A receiver may place the failed institution into liquidation 
and sell its assets. While a conservator may also remove officers and directors of an entity, 
a conservator is typically appointed to conserve rather than dispose of assets. 
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responsibilities is limited, its mission oversight responsibilities are 
increasingly complex. For example, as we have noted in the past, it is not 
clear that HUD has the expertise necessary to review sophisticated 
financial products and issues, which may be associated with the 
department’s program review and approval and general regulatory 
authorities . 11 In addition, without the authority to impose assessments on 
Fannie Mae and Freddie Mac to cover the costs associated with their 
mission oversight, it would appear that HUD will always be challenged to 
fulfill its GSE mission oversight responsibilities. 


A Single Housing GSE 
Regulator Equipped with 
Sufficient Authorities and 
Governed by a Board or 
Hybrid Board Structure Is 
Critical 


To address the deficiencies in the current GSE regulatory structure that I 
have just described, we have consistently supported and continue to 
believe in the need for the creation of a single regulator to oversee both 
safety and soundness and mission of the housing GSEs . 12 A single regulator 
could be more independent, objective, efficient, and effective than 
separate regulatory bodies and could be more prominent than either one 
alone. We believe that valuable synergies could be achieved and expertise 
in evaluating GSE risk management could be shared more easily within 
one agency. In addition, we believe that a single regulator would be better 
positioned to oversee the GSEs’ compliance with mission activities, such 
as special housing goals and any new programs or initiatives the GSEs 
might undertake. This single regulator should be better able to assess the 
competitive effects of these activities on all three housing GSEs and better 
able to ensure consistency of regulation for GSEs that operate in similar 
markets. 


Further, a single regulator would be better positioned to consider potential 
tradeoffs between mission requirements and safety and soundness 
considerations, because such a regulator would develop a ftiller 
understanding of the operations of these large and complex financial 
institutions. Some critics of combining safety and soundness and mission 
have voiced concerns that doing so could create regulatory conflict for the 
regulator. However, we believe that a healthy tension would be created 


"See GAO, Government Sponsored Enterprises: Federal Oversight Needed for 
Nonmortgage Investments, GAO/GGD-9&48 (Washington, D.C.: Mar. 11, 1998). HUD’s 
general regulatory authority can be used to limit or disallow activities that are determined 
not to support the mission of Fannie Mae or Freddie Mac. 

,2 See GAO, Government-Sponsored Enterprises: Advantages and Disadvantages of 
Creating a Single Housing GSE Regulator, GAO/GGD-97-139 (Washington, D.C.: July 9, 
1997). 
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that could lead to improved oversight. The tradeoffs between safety and 
soundness and compliance with mission requirements could be best 
understood and accounted for by having a single regulator that has 
complete knowledge of the financial conditions of GSEs, regulates the 
mission goals Congress sets, and assesses efforts to fulfill them. 

Adequate Regulatory It is essential that the new GSE regulator have adequate powers and 

Authorities Are Essential authorities to address unsafe and unsound practices, respond to financial 

emergencies, and ensure that the GSEs comply with their public missions. 
These authorities include (1) cease and desist authority related to unsound 
practices, (2) removal and prohibition authority related to officers and 
directors, (3) prompt corrective action authority for inadequate capital 
levels as well as other unsafe and unsound conditions, and (4) authority to 
resolve a critically undercapitalized GSE, which may include placing it into 
receivership. Additionally, the new housing GSE regulator should have the 
authority to adjust as necessary the housing enterprises’ minimum and 
risk-based capital requirements to help ensure their continued safety and 
soundness. 

We also believe that the new GSE regulator should be tasked with the 
responsibility of conducting research on the extent to which the housing 
GSEs are fulfilling their housing and community development missions. 
There are already questions about the extent to which the housing GSEs’ 
retained mortgage holdings benefit housing finance markets. Moreover, 
studies by federal agencies, academics, and the GSEs have estimated the 
extent to which Fannie Mae’s and Freddie Mac’s activities generate 
savings to home buyers and have reached differing conclusions. Additional 
studies may be needed to more precisely estimate the extent to which the 
GSEs’ activities benefit home buyers. Further, there is limited empirical 
information on the extent to which FHLBank advances lower mortgage 
costs for home buyers or encourage lenders to expand their commitment 
to housing finance. Without better information, Congress and the public 
cannot judge the effectiveness of the GSEs in meeting their missions or 
whether the benefits provided by the GSEs’ various activities are in the 
public interest and outweigh their financial and systemic risks. 

New GSE Regulator Should 1° determining the appropriate structure for a new GSE regulator, I note 
Have a Board or Hybrid that Congress has authorized two different structures for governing 

Board/Director Governance financial regulatory agencies: a single director and board. Among financial 
Structure regulators, single directors head the Office of the Comptroller of the 

Currency, the Office of Thrift Supervision and OFHEO, while boards or 
commissions run FHFB, the Securities and Exchange Commission, and the 
Board of Governors of the Federal Reserve System, among others. The 
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single director model has advantages over a board or commission; for 
example, the director can make decisions without the potential hindrance 
of having to consult with or obtain the approval of other board members. 

However, in our previous work, we have stated that a “stand-alone” agency 
with a board of directors would better ensure the independence and 
prominence of the regulator and allow it to act independently of the 
influence of the housing GSEs, which are large and politically influential. A 
governing board may offer the advantage of allowing different 
perspectives, providing stability, and bringing prestige to the regulator. 
Moreover, including the Secretaries of Treasury and HUD or their 
designees on the board would help ensure that GSE safety and soundness 
and housing mission compliance issues are both considered. 

I would note that in other regulatory sectors — besides financial 
regulation — Congress has established alternative board structures that 
could be considered as potential models for the new GSE regulator. One 
such alternative structure would be the hybrid board/director governance 
model. Under such an approach, a Presidentially appointed and Senate- 
confirmed agency head could report to a board of directors consisting of 
secretaries from key executive branch agencies, such as Treasury and 
HUD. Having board members from the same political party could lessen 
some of the tensions and conflicts observed at boards purposefully 
structured to have a split in membership along party lines. However, a 
board composed of members from the same political party may not benefit 
from different perspectives to the same extent as a board with members 
from different political parties. Therefore, an advisory committee to the 
regulator could be formed to include representatives of financial markets, 
housing, and the general public. This advisory committee could be 
required to have some reasonable representation from different political 
parties. 

Regulatory Funding Structure Finally, I would like to comment on issues surrounding the potential 

funding arrangements for a new housing GSE regulator. Exempting the 
new GSE regulator from the appropriations process would provide the 
agency with the financial independence necessary to carry out its 
responsibilities. More importantly, without the timing constraints of the 
appropriations process, the regulator could more quickly respond to 
budgetary needs created by any crisis at the GSEs. However, being outside 
the appropriations process can create tradeoffs. First, while the regulator 
will have more control over its own budget and funding level, it could lose 
the checks and balances provided by the federal budget and 
appropriations processes or the potential reliance on increased 
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appropriations during revenue shortfalls. As a result, the regulator may 
need to establish a system of budgetary controls to ensure fiscal restraint. 

Second, removing the regulator from the appropriations process could 
diminish congressional oversight of the agency’s operations. This tradeoff 
could be mitigated through increased oversight by the regulator's 
congressional authorizing committees, such as a process of regular 
congressional hearings on the new GSE regulator’s operations and 
activities. 


Mr. Chairman, this completes my prepared statement. I would be happy to 
respond to any questions that you or other Members of the Committee 
may have. 
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Chairman Dodd, Senator Shelby and Members of the Committee, thank you for inviting me to 
testify today on the important issue of reforming the regulation of the government-sponsored 
enterprises (GSEs). My name is Vince Malta, I am the owner and broker of Malta & Co., Inc., a 
San Francisco, California firm handling real property sales and management of over 300 
residential rental units. I am a member of the California Association of REALTORS® and 
National Association of REALTORS* and have held a number of leadership positions in both 
associations, including serving as the 2006 President of the California Association of 
REALTORS® and the 2008 Chair of the Public Policy Coordinating Committee for the National 
Association of REALTORS®. I also serve on Fannie Mae’s National Housing Advisory Council 
which is comprised of mortgage bank officials, financial services companies, homebuilders, real 
estate professionals, leaders of affordable housing groups, and governmental officials. My 
tenure on the National Housing Advisory Council is voluntary and I am not compensated for my 
service. 1 

I am here to testify on behalf of our more than 1.3 million REALTOR® members who are 
involved in residential and commercial real estate as brokers, sales people, property managers, 
appraisers, counselors and others engaged in all aspects of the real estate industry. Members 
belong to one or more of some 1 ,400 local associations/boards and 54 state and territory 
associations of REALTORS®. We commend the committee for holding today’s hearing on the 
enhancing the GSEs regulatory system. Fannie Mae and Freddie Mac are partners in the housing 
industry. As such, we believe today’s hearing is an important step towards consideration of 

1 The National Housing Advisory Council was created by Fannie Mae in 1971. It meets with Fannie Mae's senior 
management team throughout the year to help the company better address challenges and maximize market 
opportunities. Council members serve two-year terms and do not receive compensation for their service. Members 
are, however, reimbursed for travel related expenses when attending Council meetings. 
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legislative proposals designed to strengthen the regulation of the housing GSEs and the Federal 
Home Loan Banks. 

NAR actively supported H.R. 1427, the “Federal Housing Finance Reform Act of 2007,” 
introduced by Chairman Barney Frank (D-MA) together with Representatives Richard Baker (R- 
LA), Mel Watt (D-NC) and Gary Miller (R-CA). That bill overwhelmingly passed the House of 
Representatives on May 29, 2007, by a bipartisan vote of 3 1 3 to 1 04. We are eager for the 
Senate Banking Committee to pursue similar GSE reform legislation and ask you to consider the 
following elements, which we believe are important considerations in any effort to improve the 
regulation of the housing GSEs. They are: 

1 . Strong regulator and GSE governance; 

2. Conforming loan limits; 

3. Housing mission; 

4 . New program approval; 

5. Separation of mortgage origination and the secondary market (“bright line”); and 

6. Portfolio limits. 

Strong Regulator and GSE Governance 

Over the last two years, general agreement has evolved on a basic framework for a new GSE 
regulatory structure. That consensus strongly suggests that the current regulatory responsibilities 
of the Office of Federal Housing Enterprise Oversight (OFHEO), the Department of Housing and 
Urban Development (HUD), and the Federal Housing Finance Board should be transferred to a 
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single, independent safety and soundness regulator for Fannie Mae, Freddie Mac, and the Federal 
Home Loan Banks. This new housing enterprises regulator should have the authority to set 
capital standards; liquidate a financially unstable enterprise through a conservator or receiver; 
and approve new programs and products. The Federal Home Loan Banks should be regulated 
under the same framework, with due concern for its cooperative ownership by member financial 
institutions. 

NAR supports legislation strengthening the financial soundness regulation of Fannie Mae, 

Freddie Mac, and the Federal Home Loan Banks through the creation of an independent 
regulatory agency. Having independent, expert financial oversight will only serve to enhance 
confidence in the nation’s housing finance system. This new regulator should have the 
appropriate authority and resources to oversee safety and soundness of the GSEs. The regulator 
also should understand and support the GSEs’ vital housing finance mission and the role that 
housing plays in the nation’s economy and public policy. 

NAR also supports a continued independent, public voice in the corporate governance of the 
GSEs. We believe that the boards of directors of Fannie Mae, Freddie Mac and the Federal 
Home Loan Banks should be well balanced, composed of individuals with the knowledge and 
expertise necessary to oversee the full range of GSE-related issues and activities. NAR supports 
legislative efforts to address concerns regarding the governance of the Federal Home Loan 
Banks by enhancing the Banks’ direct role in selecting board members, increasing the number of 
independent directors, adding community and economic development expertise, and allowing 
appointed independent directors to continue their service until a successor is in place. 
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Conforming Loan Limits 

Under current statute, Fannie Mae and Freddie Mac may only purchase mortgages that are within 
a cap that is determined based on an annua! survey of house prices and applied nationally. While 
we greatly appreciate the temporary loan limit increase included in Congress’ economic stimulus 
package it is just that - temporary - and will expire on December 31, 2008. NAR has concerns 
as to whether the increase will be in place long enough to ameliorate the difficult housing cycle 
we are experiencing. Thus, NAR urges the Senate to permanently increase the national 
conforming loan limit to an amount no less than 50 percent higher than the current conforming 
loan limit ($625,500 or higher). In addition, NAR asks the Senate to make the temporary 
conforming loan limit increase for high cost areas as provided in the economic stimulus 
legislation permanent. Accordingly, for high cost areas, the conforming loan limit would be 
increased to 125 percent of the local median home sales price, but not to exceed $729,750. 

The GSEs were created to provide liquidity to the mortgage market. Over the decades, they have 
developed a secondary market for conforming loans that has generated a reliable, low-cost 
supply of mortgage credit in both good times and in bad. The same cannot be said of the 
secondary market for jumbo mortgages. By the end of 2007, the volume of jumbo loans had 
dropped sharply to half of the total originations at the beginning the year. The little, if any, 
investor appetite for securities backed by nonconforming mortgages has resulted in a spike in 
interest rates for jumbo borrowers to about 1 percentage point higher than conforming loans. 

Permanently increasing the national conforming loan limit to $625,500, together with allowances 
for higher limits in more expensive areas of the country, will significantly bolster homebuyer 


National Association of REALTORS® 
Page 4 



235 


confidence and will bring families back to the marketplace. Furthermore, the loan limit increases 
will offer more families more affordable interest rates, regardless of where they live. The result 
will be new additional sales, which lowers inventories and strengthens home prices. 

Many research studies have found that home prices have the biggest impact on foreclosures. 
Therefore, any strengthening of home prices could have the biggest impact in reducing the 
number of foreclosures. The micro-level solution of loan modifications for financially stressed 
homeowners and the FHA Secure program will no doubt help lessen the foreclosure problems. 
However, a broad stroke that would lift housing demand will do more to restore the housing 
market and the economy to their normal healthy conditions. 

The critical role that the GSEs play in providing liquidity to the mortgage market has never been 
more evident than it is today. Based on 2006 Home Mortgage Disclosure Act (HMDA) data, 
jumbo mortgages represented almost one million single-family, first lien mortgages originated in 
almost every state. While jumbo mortgages may be associated with luxury housing in some 
parts of the country, they are a critical financing vehicle for large numbers of working class 
families who happen to live and work in more expensive areas of the country. Raising the GSEs’ 
conforming loan limits will provide much-needed relief to jumbo borrowers and homebuyers by 
increasing access to safer mortgages, which is especially important for first-time homebuyers 
and borrowers with abusive subprime mortgages who need to refinance. Evidence indicates that 
borrowers in expensive markets such as California currently account for a disproportionate share 
of subprime mortgages. Greater access to GSE-qualifying mortgages will help promote 
homeownership in a safer, more sustainable way. 
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NAR estimates that increasing the national GSE loan limit to $625,500 and establishing high 
cost area limits of 125 percent of the local median home sales price, not to exceed $729,750, will 
result in: 

• More than 348,000 additional home sales; 

• Over $44 billion in increased economic activity; 

• $274 to $41 1 savings per month in interest payments for consumers who get new 
“conforming jumbo” loans versus current private jumbo loans; 

• More than 500,000 loans above $41 7,000 refinanced to lower interest rates; 

• A reduction of the national supply of homes on the market by 1 to 1 1/2 months; 

• A strengthening of home prices by 2 to 3 percentage; and 

• A reduction of foreclosures by 1 40,000 to 2 1 0,000. 

Finally, we note that there is precedent for regional adjustments for high cost areas. In 1980, 
Congress designated Alaska, Hawaii, Guam, and the U.S. Virgin Islands as high cost areas. The 
conforming loan limit in these statutory high cost areas is 50 percent higher than for the rest of 
the nation, but housing prices in these areas are no longer uniquely high. In fact, housing prices 
in many areas of the country now exceed those in Honolulu. NAR urges the Senate to include in 
any GSE reform bill a permanent increase of the national conforming loan limit to no less than 
50 percent higher than the current conforming loan limit (to $625,500 or higher) and to make 
permanent the temporary conforming loan limit increase for high cost areas, as provided in the 
economic stimulus legislation. 
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Housing Mission and the Secondary Mortgage Market 

Congress chartered Fannie Mae and Freddie Mac with advantages unavailable to commercial 
banks and other financial institutions. Fannie Mae and Freddie Mac enjoy lower funding costs, 
the ability to operate with less capital, and lower direct costs. These advantages were and are an 
integral component of the GSEs’ public policy mission. The advantages of GSE status have 
helped the secondary mortgage market grow and provided much needed stability to our nation’s 
housing financial system. 

Very simply, Congress created Fannie Mae and Freddie Mac to do what no fully private 
company could or was willing to attempt. Unlike private secondary market investors, Fannie 
Mae and Freddie Mac remain in housing markets during downturns, using their federal ties to 
fulfill their public purpose obligation to facilitate mortgage finance and support homeownership 
opportunity. 

In their own ways, each of the housing enterprises has used their federal charter advantages to 
meet their missions. The “mechanism that widens the circle of ownership,” as one observer 
defined the secondary mortgage market, is dynamic, robust and continually evolving - all to the 
benefit of mortgage originators, homebuyers, and other industry participants. 

The broad expansion of homeownership, mortgage markets, as well as the related rapid growth 
of the GSEs has also had another effect. Until the recent credit crunch, financial services 
providers, many of which compete with Fannie Mae and Freddie Mac, questioned the GSEs’ 
activities, function, and the continuing need for their government-chartered status. These 
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financial companies argued that Fannie Mae and Freddie Mac had an unfair advantage because 
of their federal charters. Yet these same lenders’ parent banJking companies have their own 
federal subsidies that come in the form of deposit insurance and other benefits derived from the 
nation’s banking and financial system safety net. 

REALTORS® believe that the GSEs’ housing mission, and the benefits that derive from it, play a 
vital role in the continued success of our nation’s housing system. Fannie Mae and Freddie Mac 
have demonstrated their commitment to housing by staying true to their mission during the 
current market disruptions. We have opposed and will continue to oppose legislative proposals 
that would reach beyond safety and soundness regulation and diminish the housing mission and 
role of the GSEs. 

New Program Approval 

Currently, Fannie Mae and Freddie Mac cannot initiate a new program without first obtaining the 
approval of HUD. While NAR has not objected to the new program approval approach in H.R. 
1427, we believe that some improvements could be made in a Senate bill to give the GSEs more 
flexibility to respond effectively to changing mark conditions. NAR would be concerned if 
Congress enacted legislation that included additional regulatory requirements which could 
unduly delay or prevent the GSEs from developing new programs and products that support their 
missions. 

For example, such authority should not undermine secondary market innovations based on 
Fannie Mae and Freddie Mac credit risk management technologies. These innovations assure a 
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smooth supply of reasonably priced mortgage credit and allow homebuyers to manage their 
interest rate risk when locking loans rates and terms before closing. 

NAR believes that whatever approach Congress takes to address the shortcomings of the current 
statutory framework, the result must be flexible to promote product and program innovation and 
allow for prompt responses to housing market needs. 

Separation of Mortgage Origination and Secondary Market 

REALTORS® recognize and support the role that program, business and activity approval may 
have on the financial safety and soundness of the GSEs. However, not every new activity of the 
GSEs should be subject to an extended regulatory public comment process. This requirement 
could directly damage the GSEs’ housing mission, and stifle innovation and programs that would 
help Americans achieve the dream of homeownership. 

In the 109th Congress, one legislative proposal that NAR cautioned against was the “bright line” 
regulation, which would have distinguished mortgage origination from GSE secondary market 
activities and imposed restrictions on Fannie Mae and Freddie Mac mission-related activities. 

One “bright line” proposal would have specifically prevented the GSEs from directly or 
indirectly participating in mortgage origination and may have required Fannie Mae and Freddie 
Mac to divest themselves of their automated underwriting systems, upon which many banks rely. 

REALTORS® oppose overly restrictive “bright line” legislative proposals that explicitly limit 
GSEs business to the secondary markets, strictly defined. Such a test would instantaneously 

National Association of REALTORS® 
Page 9 



240 


preclude many of the GSEs’ existing products and activities that were designed to increase 
access to mortgage credit, lower the costs of homeownership, and foster innovations in home 
financing. 

For example, the “bright line” provision would seriously hinder (and possible prohibit) the array 
of mission-related, consumer outreach activities by lenders and housing counselors that are 
supported by the GSEs. The GSE-designed counseling and education programs that help lenders, 
mortgage brokers, REALTORS®, and housing counseling agencies determine a consumer’s 
financial readiness for homeownership are technically on the “wrong side” of the “bright line” 
and would be prohibited. 

This is just one example of the negative impact such a standard would have on critical 
components of the housing market. REALTORS® urge you to reject the rigidity and arbitrary 
nature of a statutory “bright line” test. 

Portfolio Limits 

One of the most widely debated GSE reform issues has been the size of the portfolios currently 
held by the GSEs and whether these portfolios contribute to the GSEs’ mission. Then Federal 
Reserve Board Chairman Alan Greenspan was one of the most vocal advocates of legislative 
proposals to shrink the size of the GSEs’ retained portfolios. Chairman Greenspan and others 
have argued that the size of the portfolios, together with the perceived incentives for the GSEs to 
pursue portfolio growth, increase the possibility of GSE insolvency and destabilization of our 
nation’s financial markets. 
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Significantly, those advocating retained portfolio limitations do not identify any systemic 
financial risk. Viewed strictly from a systemic risk perspective, GSE retained portfolios, just 
like the portfolios of the 5 largest banks in the U.S., are vulnerable to interest rate changes and 
could pose a risk to taxpayers should the enterprise or the bank become insolvent or improperly 
hedge risk. We do not see a need to impose additional regulatory authority that goes beyond that 
of bank regulators. REALTORS® believe that GSE reform legislation should clearly indicate 
that any portfolio standard must be based solely on safety and soundness of the enterprises, and 
not on any broader concern such as systemic risk. 

REALTORS® also oppose rigid statutory limits on the GSEs’ portfolio size. Instead, we believe 
a better legislative approach would be to create a sufficiently strong regulatory authority over 
capital that would limit portfolio risk and may also moderate portfolio growth, when appropriate. 

While it is obviously important to consider the safety and soundness implications of GSE 
portfolio size and the associated risks, we would ask that the Congress not ignore the advantages 
that portfolio holdings and size have on mission-related activities and housing markets. The 
GSEs point out that the returns earned on retained portfolios help support the enterprises’ 
affordable housing programs and also contribute to the availability of financing for low-income 
borrowers. For example, in testimony before the House Financial Services Committee last 
spring, Freddie Mac indicated that about two-thirds of its retained portfolio supported affordable 
housing and first-time homebuyers. 
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Simply stated, REALTORS® oppose portfolio limits imposed just for the sake of shrinking the 
GSE mission. Portfolio limits should not be prescribed in statute. Instead, we believe the 
portfolios should be regulated by the GSEs from a risk perspective, and the regulator should 
determine if one or both of the GSEs’ retained portfolios affect safety and soundness. 

Conclusion 

The National Association of REALTORS® shares the belief of our industry partners that Fannie 
Mae, Freddie Mac and the Federal Home Loan Bank System are integral components of this 
nation’s highly successful housing finance system. Homebuyers depend on the secondary 
mortgage market to supply a continued and stable source of funding for single-family and 
multifamily housing. 

NAR believes legislation to reform the housing GSEs should be principally focused on safety 
and soundness regulation and expanding the role of Fannie Mae and Freddie Mac to provide 
liquidity to the secondary market based on permanent higher conforming loan limits. We hope 
that Congress can reach a consensus on GSE reform, so that all in the housing industry can focus 
our efforts on the full range of challenges that lie ahead. The National Association of 
REALTORS® pledges to work with the Senate to enact GSE reform legislation that achieves our 
mutual goals and protects the vibrancy, liquidity and evolution of the housing finance system. 
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NAR Analysis of Housing Market 
January 17, 2008 

Current Housing Market Conditions - Very Weak 

• Existing home sales have been at roughly 5 million for the past three months, possibly 
hinting at stabilization and the formation of a bottom. But the current sales pace would 
only match the 1998 figures (10 years ago) and are down 20% from a year ago and 30% 
from the cyclical peak in 2005. 

• New home construction and new home sales have contracted even more with the recent 
new single-family housing starts registering from 800,000 to 900,000 and new home 
sales falling well below 700,000. Those figures are down by roughly 50% from their 
respective peak annual figures in 2005. 

• Home prices continue to move lower at the national level. The most timely and broadest 
measure from NAR based on multiple listing service information indicates a 3% to 6% 
decline compared a year ago. If sustained in 2008, such a price decline would correspond 
to a housing equity loss of $700 billion to $1.4 trillion for American homeowners. 
Correspondingly, consumer spending is expected to contract by $ 1 50 billion - easily 
knocking off 1% point off GDP growth. 

• The near-term forecast continues to point to weak conditions. Housing permits continue 
to fall - indicating further declines in new home construction and new home sales. 

NAR’s pending home sales index also remains weak. 

Pent-Up Housing Demand - Sizable 

• Job gains and income gains have been solid over the past two years - this corresponds 
with the time period when home sales were falling. Net job gains increased by 4.3 
million according to both company payroll data and household survey data. U.S. 
aggregate personal income rose by $1 .4 trillion over the past two years. Such job gains 
should have translated into about 2 million additional homeowners, yet the actual rise 
over this two-year span was only 600,000. Over the same time period, housing 
affordability improved due to incomes rising, home prices falling, and conforming 
mortgage rates at near historic lows, yet ... there was a very slow number of net new 
homeowners. 

• Household formation has mysteriously slowed. With the normal population and job 
increases, household formation typically expands by 1 .2 million to 1 .5 million per year. 
The latest Census data points to only 650,000 net new households formed in 2007. Many 
people have evidently doubled-up with additional roommates or have moved back with 
their parents or family members. 
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Buyer Hesitancy - Why? 

• Anticipation of lower home prices is holding back many people from buying a home 
today. Foreclosures will continue to rise in 2008. There are many research reports 
(irrespective of validity) pointing to further price declines. 

• Anticipation of lower interest rates is holding back many potential buyers. It is widely 
believed that the Federal Reserve will cut rates in the next two meetings. Though there is 
no direct relationship between a Fed rate cut and mortgage rate changes, many consumers 
perceive that mortgage rates will fall with the later Fed rate cut. NAR advocates a one- 
time large rate cut rather than a series of small rate cuts in order to end the delay in home 
buying. 

• Subprime lending has virtually disappeared since August, 2007. It had comprised about 
20% of mortgage originations. Some aspects of subprime lending will return with 
improved underwriting standards, stricter and sounder regulatory environment, and the 
proper pricing of risk. But the timing of this return remains very uncertain. A recent 
pick up in FHA loan endorsement is very encouraging as it brings some would-be 
subprime borrowers into a loan with much safer interest rates and it helps some 
homeowners refinance out of their riskier subprime loans. 

• The Jumbo mortgage market is not functioning. The current conforming mortgages 
average is about 6.0%. Based on historical trends, rates on jumbo loans would be about 
6.2% or 6.3%. Rather, current jumbo rates are closer to 7.0% due to investor fears of any 
U.S. mortgage that does not have the (perceived) backing of the U.S. government. Any 
rational homebuyer will balk at such a higher interest rate. 
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Summary Table 

There are more people with the capacity to buy a home at lower prices and improved 
affordability, yet home sales have been drastically reduced. 



2005 

Peak Housing Year 

2007 

Difference 

Pent-Up Demand 




Jobs (payroll survey) 

133.7 million 

138.0 million 

+ 4.3 million 

Personal Income) 

$10.3 trillion 

$1 1.7 trillion 

+ $1.4 trillion 

Household Net Worth 

$52.1 trillion 

$58.6trillion 

+ $6.5 trillion 





Home Buying 

Condition 




Home price (median) 

$219,600 

$217,600 

- $2,000 

Mortgage Rate 

5.9% 

6.3% 

+ 0.4% points 

Affordability Index 

113 

114 

+ 1 





Housing Activity 




Total home sales 

8.4 million 

6.4 million 

- 2 million 
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Chairman Dodd, Ranking Member Shelby and Members of the Committee, my name is 
Kieran P, Quinn, and I am Chairman of the Mortgage Bankers Association. 1 I am also 
Chairman of Column Financial, Credit Suisse's mortgage lending subsidiary for 
multifamily, hotel, retail and commercial properties. Thank you for the opportunity to 
testify before you today as you refocus the Committee on developing legislation to 
reform the nation’s regulation of the Government Sponsored Enterprises (GSEs), 
including Fannie Mae and Freddie Mac as well as the Federal Home Loan Banks. 

I have been in the mortgage lending business for 30 years and my company has 
transacted business with both the Federal National Mortgage Association (Fannie Mae) 
and the Federal Home Loan Mortgage Corporation (Freddie Mac) on a regular basis. In 
my official capacity at MBA, I have worked with representatives of lenders of all 
business models and sizes from across the nation to develop MBA’s policies on GSE 
oversight reform. 

Before I begin, please let me say Mr. Chairman MBA particularly appreciates Congress’ 
rapid and bipartisan response to the difficult conditions in the national economy. MBA 
believes the housing components of the Economic Stimulus Act of 2008, signed by the 
President on February 13, (P.L. 110-185) will bring much needed liquidity for the 
mortgage markets, particularly in areas with high housing costs. MBA also appreciates 
the dedication of the Committee to GSE oversight reform. This legislation is a first 
priority of MBA and the mortgage industry and MBA will do ail it can to assist your work. 

I. INTRODUCTION AND SUMMARY 

The most recent opportunity the MBA has had to offer testimony on GSE regulatory 
reform occurred in March 2007 during a House hearing on the subject. It is astonishing 
to consider the scope and magnitude of events that have transpired within the housing 
finance system since that time. One sector after another became debilitated by a 
market-shaking crisis, until the entire system ground to a near standstill as creditors 
began losing confidence in the portfolios of their lending partners. I describe it as a 
“near standstill" because at one point, there were only four entities engaging in 
secondary market transactions - Fannie Mae, Freddie Mac, the Federal Home Loan 
Bank System, and Ginnie Mae. It is no exaggeration to say that as bleak as things have 
become, just imagine how much worse conditions in the housing finance system would 
be without the GSEs. It is just this type of calamity Congress sought to avoid when the 


1 The Mortgage Bankers Association (MBA) is the national association representing the real estate 
finance industry, an industry that employs more than 400,000 people in virtually every community 
in the country. Headquartered in Washington, D.C., the association works to ensure the continued 
strength of the nation's residential and commercial real estate markets; to expand 
homeownership and extend access to affordable housing to all Americans. MBA promotes fair 
and ethical lending practices and fosters professional excellence among real estate finance 
employees through a wide range of educational programs and a variety of publications. Its 
membership of over 3,000 companies includes ail elements of real estate finance: mortgage 
companies, mortgage brokers, commercial banks, thrifts, Wall Street conduits, life insurance 
companies and others in the mortgage lending field. For additional information, visit MBA’s Web 
site: www.mortgagebankers.org. 
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GSEs were chartered. And so, now as always, MBA strongly supports the vital role 
Fannie Mae and Freddie Mac play in maintaining and improving liquidity and stability in 
the secondary mortgage market. MBA also strongly supports the vital role that the 
Federal Home Loan Bank System plays in providing liquidity to the primary mortgage 
market and supporting the demand for mortgages through advances by the FHLBanks 
to their members. 

Although all of these enterprises are government sponsored, for the remainder of my 
remarks today, I will use the term GSEs when referring to Fannie Mae and Freddie Mac 
and, when I refer to the Federal Home Loan Bank System, I will use the term FHLB 
System or FHLBanks. 

GSE and FHLBank System reform legislation has been on the congressional agenda 
since 2003. Since that time, accounting irregularities, charter infractions, corporate 
governance misdeeds and market fluctuations have shed light on the fact the strength 
of the GSE supervisory framework has not kept pace with the size and complexity of the 
entities under supervision or the market in which they operate. Even though current 
conditions seem bleak, there will come a day when non-GSE sources of liquidity will 
return to the secondary market. When this happens, the primary market will become 
vibrant and once again blossom with innovations in housing finance products and 
services. To hasten this return to normalcy, MBA implores Congress to fortify the GSE 
and FHLBank supervisory framework in a comprehensive manner to ensure that these 
entities focus on their housing finance mission within their duly authorized charter 
purposes and secondary market powers. 

The recent turmoil in the housing finance system has demonstrated the need for 
enhanced accountability for all participants. Lending institutions and other primary 
market participants must ensure that they are compliant with all consumer disclosure 
and safety and soundness requirements. Investors and other secondary market 
participants must adopt risk management practices commensurate with the level of 
sophistication of the transactions in which they engage. Consumers must heighten their 
accountability to ensure they have adequate resources to satisfy their long term 
financial obligations. Finally, regulators must be proactive, communicate with each 
other, and establish clear parameters so that authorized activities can be conducted in a 
safe and sound manner. 

MBA offers the following suggestions for addressing this last concern as it relates to 
statutory reform of the structure and powers of the GSEs’ and FHLBanks’ supervisor: 

1. The GSEs and the FHLBanks should be supervised by a single, independent 
regulator with the duty to ensure their mission compliance and safety and 
soundness. The fundamental differences between the GSEs and the FHLBanks 
should be reflected in the supervisory structure. 

2. A statutory framework should be established to empower the GSE regulator with 
the full range of safety and soundness oversight authority possessed by similar 
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federal financial institution regulators. It should also detail the regulator’s powers 
with respect to mission compliance. 

3. The statute should include thresholds for the GSEs' and FHLBanks’ authorized 
activities and safety and soundness requirements. These thresholds should not 
hinder the regulator's authority to revise these requirements as markets demand 
or in exigent circumstances. 

4. The statute should also establish affordable housing goals that are reasonable 
and do not distort the market but nonetheless, require the GSEs to lead the 
market in encouraging lending in underserved markets and to underserved 
families. 

The remainder of my remarks discusses each of these principles and provides 
suggestions for incorporating them into GSE regulatory reform legislation. MBA 
appreciates the recent efforts of HUD and OFHEO to respond to disruptions in the 
secondary market. Given the current market conditions in the housing finance system, 
MBA believes it is imperative that we provide sufficient powers to enable the GSEs’ 
regulator to respond to future, unforeseen calamities. 

III. SAFETY AND SOUNDNESS OVERSIGHT OF THE GSEs BENEFITS THE 
ENTIRE MORTGAGE MARKET 

The GSEs must act in a safe and sound manner to perform their secondary market 
functions, including meeting specific affordable housing goals. Our housing finance 
system, made up of both GSEs and private companies, requires access to liquid funds 
day in and day out from both American and international capital sources. The housing 
GSEs are major links between the capital market and the housing market. 

Furthermore, regulating the safety and soundness of two firms as big and as complex 
as Fannie Mae and Freddie Mac is extremely challenging. Under trying circumstances, 
OFHEO has done an admirable job of using the supervisory tools at hand to discharge 
its duties. For example, we note OFHEO’s recent decision to lift the cap on each of the 
GSE's mortgage portfolio while preserving their higher capital requirements for the time 
being. Nevertheless, OFHEO’s strongest supervisory actions to date were effectuated 
through consent orders negotiated with each GSE. Fannie Mae and Freddie Mac 
inevitably will remediate the operational and control weaknesses that triggered their 
respective consent orders. When this happens, it may become more difficult for 
OFHEO to successfully take such an aggressive approach to supervision as a consent 
order. To avoid this possibility we believe the GSE regulator should be equipped with a 
specific range of powers and protocols commensurate to the severity of the situation. 

Unquestionably, MBA remains firm in its support for efforts to expressly confer powers 
and procedural parameters on the regulator, on par with modem U.S. bank regulators, 
to carry out every aspect of sound regulation. For example, the regulator needs general 
regulatory authority, which OFHEO currently lacks. As mentioned above, cease and 
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desist authority is another fundamental, effective, flexible, and important tool a financial 
regulator can have. Regulators can narrowly tailor cease and desist orders to resolve a 
particular problem, without otherwise limiting or interfering with the institution’s 
operations. Assuring flexibility in cease and desist orders makes them effective. 

We believe that the entire secondary mortgage market would benefit from this 
enhanced clarity regarding the range of possible supervisory actions the GSEs’ 
regulator could take in response to various supervisory concerns. 

A. Capital Regulation 

It is important that Fannie Mae and Freddie Mac maintain capital levels that support 
liquidity for the residential mortgage markets and that are also consistent with safety 
and soundness, stability for the overall market, and minimum exposure to risk for the 
American taxpayer. Some have proposed that the regulator’s capital setting authority 
should permit the regulator to require capital increases only in a narrow set of 
circumstances. MBA does not share that approach. MBA believes the regulator should 
have flexible authority to set appropriate capital standards. 

Today, Freddie Mac’s and Fannie Mae’s capital surcharge is based on OFHEO’s cease 
and desist authority, not its capital authority. OFHEO’s cease and desist authority is 
flexible and can address many problems, not just capital deficiencies. If, under new 
law, the regulator’s capital authority is limited, it is possible that some might infer that 
the regulator’s cease and desist authority has also been limited. In order to preserve its 
usefulness as a flexible and powerful supervisory tool, it is important that Congress be 
careful not to inadvertently limit the regulator’s cease and desist authority. 

B. Receivership 

Congress has debated whether to include provisions that would permit a regulator to 
appoint a receiver if either Fannie Mae or Freddie Mac were to become financially 
distressed. MBA’s view is that in the unlikely event of distress at either company, it is 
important to maintain the operations of mortgage finance markets. MBA believes this 
should be the fundamental principle behind any receivership provisions. 

MBA does not believe the regulator should appoint a receiver or conservator lightly. 
Rather, the regulator should only be able to appoint a conservator or receiver when 
there is a serious capital deficiency, a serious threat to liquidity, or a real possibility of 
market disruption. 

When a regulator does need to intervene, it should be able to operate the enterprise to 
restore it to health if that would best protect the housing markets. If necessary, the 
regulator should be able to maintain the operations of the mortgage securitization 
business, which is critical to the markets, while winding down the portfolio operation in 
an orderly manner. Because it may be necessary for a GSE in receivership to issue 
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debt to ensure an orderly wind-down of the portfolio business, the receiver should of 
course have the authority to cause the GSE to issue debt to ensure that orderliness. 

To ensure certainty in the markets today, before there is a problem, Congress also 
should specify a priority of claims in the event either Fannie Mae or Freddie Mac is in 
receivership. Congress should specify that holders of MBS that the GSE had issued 
have a prior claim to the mortgages backing the MBS, as well as to the flow of revenue 
the GSE continues to receive as guarantee fees. That guarantee fee revenue would be 
necessary for the securitization business to continue. The securitization business is 
critical to the market's functions, and Congress should ensure its continuation even if 
Fannie Mae or Freddie Mac is in receivership. These provisions would help maintain 
the operations of the mortgage finance markets, which should be the underlying policy 
for any Congressional action in this area. 

Only Congress, not the regulator, should be able to rescind a GSE’s charter. 

C. Portfolio Restrictions 

During discussions of regulatory improvements, it has been suggested that Congress 
should place strict limits on the size of Fannie Mae's and Freddie Mac’s portfolios of 
mortgage loans and MBS due to risks arising from these portfolios. Fannie Mae and 
Freddie Mac have been subject to portfolio caps as a result of their respective consent 
order agreements with OFHEO. These caps were lifted by OFHEO as of March 1 . 

Since the beginning of the mortgage market disruptions, many industry participants, 
including MBA, appealed to Congress and OFHEO to rescind the caps so that the 
GSEs could purchase more loans in order to provide greater liquidity to the secondary 
market. We reiterate our support for OFHEO’s decision to lift the cap while preserving 
the temporarily higher capital requirements. Present circumstances demonstrate all too 
well that the mortgage and financial markets fluctuate and evolve. Because the GSEs’ 
portfolios can and do provide liquidity and stability in times like these, MBA believes that 
a congressionally mandated dollar cap or limit on the GSEs’ portfolios would impede the 
GSEs’ ability to respond to market conditions. 

The portfolios also help the GSEs meet their statutory affordable housing goals. 

Special loan structures enable many lower income families to purchase homes. And, 
some of the unique characteristics of single-family reverse mortgages for the elderly 
make them difficult to securitize. Both Fannie Mae and Freddie Mac purchase a 
significant number of single-family and multifamily loans that are not easily securitized 
for their portfolios and these purchases make a critical contribution to the GSEs’ ability 
to meet their goals. A rigid portfolio limitation could interfere with this important source 
of financing for affordable homes for lower income Americans. Finally, by financing 
their portfolios, the GSEs also have attracted significant foreign capital to the American 
mortgage markets, spurring further growth in the U.S. housing market. The GSEs’ 
portfolio functions should be preserved. 
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MBA does not support the establishment of arbitrary limits on the GSEs’ portfolios. 
Instead, MBA believes the regulator should be authorized to assess the risks in each 
GSE’s portfolio and the degree to which the portfolio supports the GSE’s secondary 
market and affordable housing missions. Based on this analysis, the regulator should 
be empowered to design appropriate means for limiting the risks of the portfolios 
considering current financing needs. 

D. GSE Exemption from SEC Registration 

The GSEs’ charters contain specific exemptions from Securities and Exchange 
Commission (SEC) registration. In response to a considerable degree of pressure, the 
GSEs agreed in July 2002 to register one class of their common stock under Section 12 
(g) 2 of the Securities and Exchange Act of 1 934 (the '34 Act or the Exchange Act). 
Pursuant to the Exchange Act’s reporting requirements, the GSEs agreed to file annual, 
quarterly and current reports updating their financial materials which will be subject to 
SEC review and comment. 

The issue is whether this level of voluntary filing is sufficient, or whether the GSEs’ SEC 
exemption should be eliminated and the GSEs should be required to fully register their 
debt, equity and MBS issuances. There would appear to be no adverse impact to the 
housing finance system, or significant additional burden to the GSEs, of requiring 
Fannie Mae and Freddie Mac to register either their non-MBS debt or their equity 
securities under the Securities Act of 1933 and the Exchange Act of 1934. However, 
MBA believes the statutory exemption for MBS issued by the GSEs should be 
preserved. 

GSE MBS is traded through pools with specified characteristics and through trades of 
MBS of a generic nature, not yet identified. These generic MBS are traded in the to-be- 
announced, or TBA, market. The TBA market has numerous uses for the mortgage 
industry, including dollar roll hedging, without the intent to take control of the actual 
collateral, reference pricing, purchasing collateral for future structured transactions, and 
other purposes. One problem with SEC registration for GSE MBS is that TBA securities 
could not comply with the rigorous disclosure regime required under the SEC’s 
Regulation AB because actual information is not available for these issuances prior to 
purchase. 

A second concern is that there would be significant transaction delays caused by the 
SEC process. According to 2004 testimony by the SEC, the timing of transactions could 
be affected. 3 


2 Under Section 1 2(g), an issuer that is exempt from the 1 934 Act can register its stock with the SEC. 
Once an issuer submits to the registration and reporting requirements, it can opt to discontinue that status 
only under very limited circumstances. For practical purposes here, it is a permanent election. 

3 See testimony of Alan Belier, Director, SEC Division of Corporate Finance, before the Committee on 
Bank, Housing and Urban Affairs, United States Senate, February 10, 2004. 
www.sec.qov/newsytestimonv/ts021004alb.htm 
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A third problem with bringing GSE MBS under SEC registration is that the lenders who 
sell their mortgages in return for MBS could be viewed under the securities laws as 
underwriters with underwriter liability. All of these factors will converge to make GSE 
executions more expensive and impede a market which is working very well. 

At the same time, it does not appear that investors would gain much by virtue of 
registration of GSE MBS. Investors already have distinctive safeguards with GSE MBS 
for several reasons: 

• Fannie Mae and Freddie Mac mortgage securities almost always include a 
corporate guarantee that principal and interest will be paid in the manner 
described and principal will be repaid; 

• Fannie Mae and Freddie Mac remain engaged in their transactions in significant 
roles, including as trustee, master servicer, and guarantor; and 

• Fannie Mae and Freddie Mac are responsible under the terms of their 
agreements to assume servicing responsibilities in the event of a default and to 
assure that the loans are serviced as agreed. 

IV. MISSION OVERSIGHT 

The need to assure that the GSEs carry out their charter purposes and statutory 
responsibilities and do not stray beyond them is equally important to effective oversight 
of all secondary market GSEs. Both GSEs receive significant explicit and implicit public 
advantages intended to facilitate their secondary market functions. These benefits 
include exemptions from certain state and local taxes, lines of credit with the U.S. 
Treasury and extraordinary borrowing advantages in the capital markets resulting from 
their public ties. The FHLBanks also benefit from a variety of statutory advantages. 

The new GSE regulator must assure that the GSEs are carrying out their secondary 
market functions and assisting, but not harming the work of, the primary mortgage 
market. Although the Department of Housing and Urban Development (HUD) has 
worked hard at mission regulation of the GSEs, it has had even fewer resources and 
less direction than OFHEO to carry out its functions. 

Prior to the recent market disruptions, the secondary mortgage market enjoyed vigorous 
competition among thousands of largely private industry firms of all shapes and sizes. 
Since the credit crunch emerged however, the number of private secondary market 
participants has dwindled. Currently, the GSEs provide a secondary market and 
mortgage financing for mortgage lenders for an estimated $4.2 trillion in loans, 
approximately 70 percent of the total MBS in the nation, and, according to a recent 
analyst report, an estimated 80 percent of the nation's overall mortgage market. The 
combined portfolios of the enterprises are estimated to exceed $4 trillion. Their 
combined outstanding debt is slightly more than that of the United States Treasury. The 
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scale of the Federal Home Loan Bank System lags the total of both of the GSEs but it is 
massive, too. The total consolidated obligations of the FHLBanks are just under $1 
trillion and their member institutions hold over $600 billion in advances from the 
FHLBanks. Additional statistics regarding primary and secondary market characteristics 
are included in Appendix A. 

As recent conditions demonstrate, properly focusing the GSEs’ power, fueled by their 
public advantages, can assist the primary market in weathering a storm in the housing 
finance system. If not effectively regulated, the GSEs can wield their market-shaping 
powers to their own advantage by creating barriers to entry and competition from other 
primary and secondary market players. Therefore, MBA believes the regulator must 
have the authority to assure that the GSEs’ purposes are performed through new and 
existing program review authority, general regulatory authority, authority to establish 
and enforce the housing goals, fair lending and reporting requirements as well as all 
other mission-related authorities. 

A. Affordable Housing Goals 

One of the key ways of measuring the mission-related activities of Fannie Mae and 
Freddie Mac is through their affordable housing goals performance. Congress 
established these goals by statute in 1992 to clarify the GSEs’ obligations to carry out 
their purposes of serving the primary market by purchasing, in the secondary market, 
their fair share of mortgage loans made to finance homes including those for low- 
income families and in underserved areas. 

MBA wholly supports the GSEs' requirements to help finance affordable housing. MBA 
believes the goals should be high enough to cause the GSEs to stretch their reach into 
underserved markets, but that the goals should be reasonable, to avoid market 
distortions or other adverse unintended consequences. Congress should not give the 
regulator authority to set an unlimited number of goals and subgoals. 

MBA believes that Congress should retain the existing housing goals, but should amend 
them to provide greater focus on the housing needs of lower income households. MBA 
also believes that it is important to focus on what activities count toward the goals and 
supports, for example, the view that loans that lenders have to repurchase from the 
GSEs should be subtracted from the goals-eligible loans at the time of the buyback. 

B. Goals Credit for GSE Purchases of Senior Tranches of MBS Secured By 
Subprime ARMs 

MBA recognizes that the nonprime mortgage sector has experienced significant loan 
performance concerns. We commend the federal banking agencies for responding to 
this issue by reiterating the importance of establishing strong risk management 
practices and underwriting standards and clear customer disclosures. We understand 
that the GSEs are working closely with OFHEO to establish risk management 
procedures relating to purchases of alternative mortgages too. MBA continues to 
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believe that subprime ARMs are useful affordability options for mortgage borrowers 
including those in the nonprime mortgage market. Therefore, MBA believes that so long 
as a goals-qualifying mortgage complies with all applicable laws, regulations and 
regulatory guidance, such mortgages should be eligible for housing goals credit. 

Under current law, HUD establishes guidelines to measure the extent of compliance 
with the goals which may assign full credit, partial credit or no credit toward 
achievement of the goals to different categories of mortgage purchases. 4 Under a new 
law, the Director should exercise this authority considering the value of these and other 
products to homeownership, as well the extent to which purchases of senior tranches of 
these and other securities add to liquidity and otherwise meet the objectives of the 
goals. 

C. Affordable Housing Fund 

Some have suggested that, in addition to retaining the affordable housing goals, 
Congress should require the GSEs to contribute to a fund to assist lower income 
families in obtaining affordable housing. While several proposals have been offered on 
how to calculate the contribution, MBA is supportive of the approach in H.R. 1427 which 
calculates the contribution as a percentage of outstanding GSE debt. This approach 
would make it difficult for the GSEs to pass on this cost, thus minimizing the risk that the 
fund would become a tax on consumers or lenders. It would also tie the contribution to 
a benefit of government sponsorship, the GSEs' lower capital costs. Notably, the same 
amount of contribution can be required under this calculation method as any other 
method. 

To assure the funds actually go toward meeting the affordable housing needs for which 
they are intended, the GSEs’ regulator should be responsible for establishing and 
managing the funds as well as monitoring their administration. MBA believes an 
advisory board of industry practitioners should be established to assist the regulator in 
assuring funds are spent appropriately. If the funds are distributed by a formula to state 
or local agencies to administer, MBA recommends that a process similar to that used for 
HOME 5 funds be employed so that both cities and states receive an allocation and have 
the ability to target the funds to areas of greatest need. 

D. Expansion of High-Cost Areas and Ceiling Increases for GSE Eligible Loans 

The Economic Stimulus Act of 2008 provided a temporary adjustment to the GSE 
conforming loan limit in areas determined by HUD to be high-cost areas. Prior to 
enactment of the act, the nationwide conforming loan limit for loans eligible for GSE 
purchase for securitization or for their portfolios was $417,000 for a single family home. 


4 Sec. 1336 of FHEFSSA, 12 USC 4566 

5 HOME Investment Partnerships Act, 42 USC 12701 note. 
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Under the GSEs’ charters, this limitation may be increased by up to 50 percent to 
$625,500 for properties located in Alaska, Hawaii, Guam and the Virgin Islands. 

Under the act, the GSEs’ loan limits increase to 125 percent of the area median house price 
for the property up to a statutory cap of 1 75 percent of the current GSE limit of $41 7,000 or 
$729,750 for a single-family property. For areas where 125 percent of the median house 
price is less than or equal to the GSE limit, the GSE limit is set at, and can go no lower than, 
the GSE limit of $417,000. For Alaska, Hawaii, Guam and the Virgin Islands the new limits 
may be increased by 50 percent subject to area median house prices and interpretation of 
the legislation (up to $1 ,094,625). 

MBA believes the temporary increase in the loan limit for Fannie Mae and Freddie Mac 
will help consumers by providing important financing options, and will help restart the 
securitization market for higher value loans. For these reasons, MBA supports a 
temporary increase in the maximum loan limit that Fannie Mae and Freddie Mac may 
purchase from lenders, subject to the following conditions: 

• The increase should be in effect for no less than 12 months, and up to 24 months 
if market conditions warrant; 

• The temporary cap for a single family property should be set at no more than 150 
percent of the current loan limit ($625,500) and should be available nationwide, 
in every state and U.S. territory; and 

• Expanded loan limits should be available for purchase loans and refinancing. 

We suggest this Committee consider the above principles if it contemplates any 
modification or extension of the current temporary limits. In addition, MBA opposes the 
permanent addition of new high cost states as unwarranted, and we believe the use of 
ZIP codes, census tracts or a county-based system presents operational difficulties and 
increased loan costs for both the temporary increases put in place and any permanent 
changes to the conforming loan limit going forward. 

IV. A SINGLE REGULATOR FOR MISSION AND SAFETY AND SOUNDNESS 

Another challenge to supervising the GSEs is their unique government sponsored 
status to achieve a public purpose. The GSEs combine the advantages of government 
sponsorship with the functional organizations of shareholder-owned corporations. 

Therefore, the GSEs must be regulated in a manner that ensures they maximize their 
mission-oriented activities in a fiscally responsible manner. Currently, OFHEO 
regulates the safety and soundness of Fannie Mae and Freddie Mac and the 
Department of Housing and Urban Development (HUD) has oversight for their mission- 
related activities. The Federal Housing Finance Board regulates both the mission and 
safety and soundness of the FHLBanks. MBA believes the current bifurcation of 
mission and safety and soundness oversight of the GSEs opens the door to regulatory 
arbitrage by a GSE or interagency communication missteps. To avoid these situations, 
the MBA believes a single regulator should be responsible for monitoring the GSEs' 
activities for mission and safety and soundness purposes. 
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MBA believes the most compelling reason to have a single mission and safety and 
soundness regulator is to facilitate evaluations of the GSEs’ activities from both a public 
purpose and fiduciary perspective. Currently, HUD is charged with monitoring the 
GSEs' adherence to their charters, and OFHEO has oversight for the GSEs' safety and 
soundness. Like OFHEO, HUD lacks some of the most basic tools to do the job. 

The GSEs’ charters specify the purposes of the enterprises including: (1 ) providing 
stability in the secondary market for residential mortgages; (2) responding appropriately 
to the private capital market; (3) providing ongoing assistance to the secondary market 
for mortgages (including activities relating to mortgages on housing for low and 
moderate income families involving a reasonable economic return that may be less than 
the return earned on other activities) by increasing the liquidity of mortgage investments 
and improving the distribution of investment capital available for residential financing; 
and (4) promoting access to mortgage credit throughout the nation including by 
increasing liquidity and improving the distribution of investment capital available for 
residential financing. 6 

The charters and current law, the Federal Housing Enterprises Financial Safety and 
Soundness Act of 1992 (FHEFSSA), detail the GSEs’ authorities and establish 
prohibitions against certain activities including the direct origination of mortgage loans. 7 
FHEFFSA also establishes the GSE affordable housing goals, fair lending and reporting 
obligations of the GSEs. 

As the GSEs' mission regulator, HUD is empowered to exercise “general regulatory 
power” to ensure FHEFSSA and the purposes of the GSEs’ charters are 
accomplished. 8 Although HUD’s duties include reviewing "new programs’ of the 
GSEs, the specific provisions regarding new program review are constrained by a rigid 
time frame and unclear statutory review standards. Moreover, HUD is bound by the 
time frame for review regardless of the program’s level of complexity. 

The current definition of a “new program” effectively limits the programs subject to 
review and the standard of review does not allow HUD to reject a program unless it can 
demonstrate that it is unauthorized under broad authorities or the program is “not in the 
public interest." Current law also does not allow HUD to reject a program application on 
safety and soundness grounds. It is not clear to what extent the regulator may review 
and order a stop to ongoing activities outside of the GSEs’ charter. To carry out all 


8 12 USC 1716, 12 USC 1451 note. The Fannie Mae Charter includes a fifth purpose concerning 
managing and liquidating federally owned mortgage portfolios in an orderly manner. 

7 Section 304(a)(2)(B) of the Fannie Mae Charter, 12 U.S.C. 1716,; Section 305(a)(5) of the Freddie Mac 
Charter, 12 U.S.C. 1451. 

8 Sec. 1321 of the Federal Housing Enterprises Financial Safety and Soundness Act of 1992 
(FHEFSSA), 12 USC 4541. 

8 Sec. 1322 of FHEFSSA, 12 USC 4542. 
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these functions, HUD’S budget has been woefully inadequate. MBA supports legislation 
to address all of these matters. 

V. ASSURING THE GSEs’ PERFORMANCE IS CONSISTENT WITH THEIR 
MISSIONS 

Congress chartered Fannie Mae and Freddie Mac and conferred substantial public 
benefits on them, including exemption from certain state and local taxes and a line of 
credit with the Treasury, to do their jobs. Most other companies, banks, thrifts, and 
other lenders are chartered or created by a federal or state authority, not by Congress 
and do not enjoy these same advantages. Because of their public benefits and ties, the 
GSEs are able to undercut the prices of others in the marketplace. 

For all of these reasons, the GSEs are subject to Congressional oversight. For the 
same reasons, they should be subject to strong regulatory review with clear guidance 
from Congress to assure they perform their missions and do not deviate from them at 
the cost of the private market. 

Notably, the GSEs, at times, have encroached upon the private market, to the detriment 
of competitors and competition. In recent years HUD, for example, required Fannie 
Mae to cease its real estate owned (REO) management and disposition activities 
because those activities are beyond the GSE's charter. Those activities interfered with 
private market competitors who offer the same services. 

MBA’s longstanding view is Congress should ensure the regulator understands the 
distinction between the primary and secondary mortgage markets. The regulator should 
be given clear direction to review all GSE programs, products and activities to assure 
they are consistent with the GSEs’ charters and applicable law. The regulator must be 
empowered to effectively review all new undertakings to assure they are in the public 
interest, are authorized, are safe and sound and do not distort the competitive 
landscape of the primary mortgage market. 

Giving clear direction to review the GSEs' activities and establishing standards for such 
review regarding existing and new programs would provide more than mere clarity. It 
would go a long way to assuring competition in the future in both the primary and 
secondary markets. 

We would add, however, MBA supports the ability of the GSEs to innovate to carry out 
their charter purposes. Such innovation is vital to the primary mortgage market. The 
new regulatory requirements must recognize this point and assure that the GSEs are 
able to make technological improvements within their sphere in a timely manner. 

There are a number of ways to assure that the GSEs’ purposes are carried out. 
Whatever means is chosen, Congress should be sure the legislative history indicates 
these authorities should indeed be fully carried out and that no negative inference 
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should be gleaned from Congress’s decision not to pursue any previous formulation of 
these authorities in earlier versions of this legislation. 

VI. FUNDING 

MBA believes the GSE regulator's budget should be funded through assessments on 
the regulated entities outside the appropriations process, as bank regulators are funded. 

An insufficient budget, pressured by the constraints of appropriations, as well as 
regulatory weaknesses have been a serious impediment to Fannie Mae’s and Freddie 
Mac’s regulators over the years. 

VII. IMPROVEMENTS TO THE REGULATION OF THE FEDERAL HOME LOAN 
BANKS 

The FHLBanks have a distinctive structure and an important housing role. 

MBA strongly supports the FHLBanks and their advancing, mortgage and affordable housing 
programs. Several hundred of our member companies are members of FHLBanks and, for 
many of those institutions, their largest single investment is their stock in their FHLBank. 
Appropriate regulation of the Federal Home Loan Bank System is critical to our members and to 
the continued support of housing provided by the FHLBanks. MBA suggests the following be 
considered in establishing improvements to the regulation and oversight of the FHLBanks. 

A. Any New Regulatory Structure Should Recognize the Distinctive Nature of the System 

The Federal Home Loan Bank System has a major presence in global capital markets with $934 
billion of consolidated obligations outstanding. The proceeds of those obligations are used to 
fund the $641 billion in advances outstanding to member institutions and to fund portfolio 
investments. The advances are collateralized and the collateral is largely residential mortgage 
loans. Through their advancing programs, the FHLBanks stimulate demand for mortgage loans 
and provide funds for them. 

In addition to supporting community institutions by providing low-cost advances, the 
FHLBanks' advancing program supports housing. This support comes from the 
requirement that advances be collateralized, and almost all of that collateral is 
residential, single-family mortgage loans. 

The FHLBanks, with assets of $1 .02 trillion as of December 31 , 2006, support housing 
in other ways as well. For example, they held over $100 billion in Fannie Mae, Freddie 
Mac and non-agency MBS at the end of 2005. The FHLBanks also held approximately 
$9 billion in debt of Fannie Mae, Freddie Mac, and state and local housing agencies. 

Finally, the Banks hold approximately $98 billion in residential mortgages through their 
MPP and MPF programs. 

The FHLBanks differ from the other two GSEs in many ways, including some of the following 
major respects: 
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• Structure: Fannie Mae and Freddie Mac are shareholder-owned and publicly traded 
corporations. The Federal Home Loan Banks comprise a system of 12 institutions, each 
covering certain states and each cooperatively owned by member institutions in those 
states. 

• Profit Motivation: As cooperatively owned institutions, the FHLBanks’ primary focus is 
member service through their programs and, therefore, their businesses are less focused 
on maximizing profits than the other GSEs. 

• Membership Value: Members receive dividends from the FHLBanks as well as 
beneficial advancing rates and the right to participation in the FHLBanks’ mortgage 
purchase and affordable housing programs. 

• Scope of Mission: The FHLBanks primarily support residential housing but they are also 
empowered to support economic development, including commercial, industrial, 
manufacturing, social service, and other projects. 

Accordingly, any new regulatory structure should reflect the fact the FHLBank System is 
fundamentally different from Fannie Mae and Freddie Mac. Some of the bills introduced in 
previous Congresses have recognized this distinction to a greater or lesser degree. While MBA 
supports establishment of a single regulator to oversee Fannie Mae, Freddie Mac and the 
Federal Home Loan Bank System, a separate division should focus on the FHLBanks. MBA 
notes that S. 1100 and H.R. 1427 incorporate this provision. 

B. Securitization Authority Should Be Made Explicit 

In addition to their advancing programs and the collateral required to be held, the FHLBanks 
support housing through the billions of dollars they hold as investments in GSE mortgage- 
backed securities and in residential, single-family mortgages purchased through their Mortgage 
Purchase Program (MPP) and Mortgage Purchase Finance (MPF) programs. While these 
programs have shrunk in recent years to approximately $98 billion, they remain valuable to the 
mortgage market to a greater extent than their dollar volume might indicate. They provide 
important competition to the programs of the other GSEs. 

The Federal Housing Finance Board has expressed concerns about the FHLBanks holding 
mortgages on their balance sheets. From a safety and soundness perspective, the primary tool 
to manage these assets would be securitization of these loans. However, concerns have been 
expressed that the FHLBanks may not have the authority to do so. 

While MBA believes the Federal Home Loan Bank Act conveys adequate authority in this area, 
MBA thinks it would be useful to add clarifying language into the statute to expressly authorize 
this activity. Currently, this provision is not included in either the House or Senate GSE 
regulatory reform bills. Securitization would further increase competition in the secondary 
market benefiting home loan borrowers and renters with lower costs. 


15 



261 


C. The FHLBanks' Affordable Housing Program Should Be Preserved 

As a result of the FHLBanks’ Affordable Housing Program, the Banks collectively are the largest 
donor organization to affordable housing in the nation. The program functions well, it achieves 
its purpose and is well administered. Considering the FHLBanks are doing their share to 
support affordable housing, MBA does not believe further intervention, such as attaching goals 
to eligible collateral or making the FHLBanks subject to other goals is necessary. 

VIII. CONCLUSION 

For the reasons described above, MBA believes regulation of the GSEs must be carried 
out by a strong, independent and well-funded entity with the resources and expertise to 
evaluate the GSEs' performance, both as financial institutions and as public purpose 
entities. 

Together the secondary and primary mortgage markets have offered the needed 
financing to provide homeownership and affordable rental opportunities across the 
nation, which has been a driving force in establishing communities, creating financial 
stability and wealth for consumers and fueling the overall economy. Improved 
regulation of the GSEs, including the Federal Home Loan Bank System, if properly 
done, will help assure the vitality and the robust, competitive nature of both the primary 
and secondary mortgage markets for years to come. 


The Mortgage Bankers Association appreciates the opportunity to present its views on these 
important issues. For your convenience, Appendix B presents a brief summary of MBA’s 
positions on the key elements in current GSE reform legislation in the House and Senate. MBA 
will do all it can to help the Congress move forward to develop, and we hope shortly enact, 
effective, comprehensive, GSE legislation to provide effective safety and soundness and mission 
regulation for the GSEs and the FHLBanks. 
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APPENDIX A 

Market Data and Information - Primary and Secondary Mortgage Markets 

The most recent data on mortgage loans made by lenders in 2006 provided under the 
Home Mortgage Disclosure Act (HMDA) demonstrate the greatest and widest 
availability of mortgage finance in our nation’s history. The data show that borrowers in 
virtually every area of the nation, of every race and ethnicity, and at every income level 
receive an array of credit opportunities. 

Homeownership has fallen from its highest levels in history, but Americans are still 
building significant wealth. According to the Federal Reserve’s Flow of Funds data, the 
value of residential real estate assets owned by households has increased from $10.3 
trillion in 1 999 to $21 trillion as of the third quarter of 2007, and aggregate homeowners’ 
equity exceeds $10 trillion. According to the Fed's 2004 Survey of Consumer Finances, 
the median net worth for homeowners was $184,000. For renters, it was $4,000. 
Clearly, many homeowners have been successful in accumulating wealth, both by 
steadily building up equity through their monthly payments, and through the rate of 
home price appreciation we have seen in recent years. 

More than a third of homeowners, approximately 34 percent, own their homes free and 
clear. Of the 66 percent of the remaining homeowners, 75 percent have fixed rate 
mortgages and 25 percent have adjustable rate mortgages (ARMs). Many of the 
borrowers with adjustable rate loans have jumbo loans, 0 indicating that they are 
wealthier. 

There were approximately 14 million mortgage originations in 2006, based on HMDA 
data, worth a total of $2.5 trillion. Over $10 trillion in residential mortgage loans were 
outstanding at the end of the third quarter of 2007. This enormous amount reflects an 
increase from $5.1 trillion at the end of 2000, and $2.6 trillion outstanding in 1990. In 
2006, there were $33 billion in multifamily property loan originations. 

The confluence of several factors has contributed to the growth in credit opportunities 
for mortgage borrowers over the last 15 years. These factors include innovations in the 
mortgage market, resulting in the range of mortgage products available today including 
fixed-rate products and adjustable rate products as well as the “nontraditional." 11 They 
also include increased competition from a number of loan originators including 
mortgage companies, banks, credit unions and mortgage brokers. 


10 Jumbo loans are loans that exceed the conforming loan limit, currently $417,000 for single family 
properties. 

" Under the Federal Regulators' Nontraditional Guidance, nontraditional products include mortgages that 
may involve the deferral of principal and/or interest including interest only and payment option mortgages. 
Interagency Guidance on Nontraditional Mortgage Product Risks, 71 Fed. Reg. 58,609 (Oct. 4, 2006). 
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8,886 lenders reported under HMDA last year, 12 These lenders employ about 370,000 
employees nationwide to meet borrowers’ credit needs. An estimated 2,670 lenders 
originated multifamily loans. 

The secondary market is made up of the following. 

Fannie Mae and Freddie Mac currently guarantee MBS valued at approximately $3 
trillion. Fannie Mae and Freddie Mac can only buy and securitize residential loans that 
meet charter act eligibility standards as to loan size and loan-to-value ratio. There are 
virtually no restrictions on the multifamily loans that the GSE may purchase. Fannie 
Mae and Freddie Mac maintain a very large presence in the secondary market. As 
indicated, they purchase or securitize approximately 70 percent of the single family 
conforming mortgage loans in the United States. Their share of the market for 
multifamily loans in 2005 was 27 percent. 

Private-label MBS issuers, which are non-GSE securitizers, such as lenders and 
dealers, issued more than half of the mortgage-backed securities in 2005 and 2006, 
outpacing the GSEs. Private label issuers generally do not guarantee their MBS but 
publicly offered securities are subject to rating and senior investors receive a variety of 
other sources of credit enhancement. The loans backing private label MBS are typically 
ineligible for GSE purchase. Loans that are too big for Fannie Mae and Freddie Mac to 
purchase (jumbo loans), as well as subprime, low documentation, and other 
nonconforming mortgages are securitized by these issuers. In 2006, over $1.1 trillion in 
private-label MBS was issued, including jumbo, nonprime, Alt A, and other 
nonconforming mortgage products. 

Government National Mortgage Association (Ginnie Mae) securitizes FHA-insured, 
Rural Housing Service (RHS) and Department of Veterans Affairs (VA) guaranteed 
residential and multifamily mortgage loans. Currently the outstanding balance of these 
securities is approximately $412 billion. 

Federal Home Loan Banks hold government loans and conventional, conforming 
residential loans in the approximate amount of $98 billion. Like Fannie Mae and 
Freddie Mac, the FHLBanks have portfolios and they invest in Ginnie Mae, GSE and 
non-agency MBS. 

Whole loan portfolio investors, including thrifts, banks, pension funds, and insurance 
companies, hold unsecuritized loans, both residential and nonresidential, for their own 
portfolios. The whole loan market is approximately $3.4 trillion today. 


1J Banks that are exempt from HMDA reporting and Regulation C include institutions with less than $35 
million in assets, are not in the home lending business or have offices exclusively in rural 
(nonmetropolitan) areas. Mortgage companies are required to report unless they extend less than 1 00 
purchase or refinance loans a year or do not operate in at least one metropolitan area. 
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Appendix B 

Summary of Mortgage Bankers Association Positions 
Regarding Key Elements in 

Current GSE Reform Legislation 
(Senate and House) 
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Introduction 


On behalf of the almost 250,000 member firms of the National Association of Home Builders 
(NAHB), we appreciate the opportunity to participate in this Banking, Housing and Urban 
Affairs Committee hearing on legislation to overhaul the regulatory oversight of the housing 
Government Sponsored Enterprises (GSEs) - Fannie Mae, Freddie Mac and the Federal Home 
Loan Banks (FHLBanks). The GSEs are critical components of the nation’s housing finance 
system, playing a vital role in maintaining mortgage market liquidity and stability and promoting 
affordable housing. It is important, therefore, that the GSEs remain financially safe and sound 
and focused on their Congressionally-chartered purposes. Legislation to put in place a strong 
and effective regulator for the GSEs is a priority for NAHB, 

At the outset, NAHB would like to commend the Committee for holding this hearing at this 
critical moment in our nation’s economic health. The GSEs offer tremendous potential to relieve 
the liquidity problems in the nation’s mortgage market and bring immediate benefit to the overall 
economy. Indeed, all three GSEs have experienced sharp rises in credit demand during the 
2007-2008 mortgage market turmoil. As other credit sources have dried up, the Federal Home 
Loan Banks have dramatically increased advances to their member institutions to help these 
commercial banks and thrifts fund mortgage originations for their portfolios. Fannie Mae and 
Freddie Mac (the Enterprises) have continued to provide liquidity for mortgage loans that fall 
below the conforming loan limit. 

NAHB appreciates the Senate’s action to include a temporary increase in Fannie Mae’s and 
Freddie Mac’s conforming loan limits in the recently enacted economic stimulus legislation. 
Expanding the dimensions of the conforming market is an important step toward restoring 
stability and liquidity in the broader mortgage markets. However, the severity of today’s 
mortgage and housing market contagion, which is increasingly infecting the rest of the economy, 
requires more extensive and thorough treatment. Specifically, comprehensive GSE regulatory 
reform is needed to incent and oversee Fannie Mae’s and Freddie Mac’s mission pursuit within 
their expanded mortgage purchase authority. 

Recent events continue to underscore the fact that the current bifurcated regulatory system for 
Fannie Mae and Freddie Mac, where the Department of Housing and Urban Development 
(HUD) oversees mission and the Office of Federal Housing Enterprise Oversight (OFHEO) 
regulates safety and soundness, simply is not working. It only provides a cloudy alphabet soup 
where major surgery is required. Until just last week, OFHEO maintained restrictive limits on 
Fannie Mae and Freddie Mac portfolio purchases, and OFHEO continues to impose a 30 percent 
capital surcharge on both companies. These restrictions have hamstrung the Enterprises at a time 
when their capacity was and is critically needed. NAHB also believes Fannie Mae and Freddie 
Mac have not accomplished as much as they are capable of, even within these constraints. 

In addition, both companies are imposing higher fees that will raise mortgage borrowing costs 
for individuals and families who are most in need of the benefits that GSEs can inure. This 
paradox is reflective of poor or nonexistent coordination between OFHEO and HUD as well as 
weak mission oversight from HUD, which should be requiring more, not less, in the present dire 
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mortgage market circumstances. Reform of this flawed framework is long overdue and urgently 
needed. 

To that end, NAHB appreciates your commitment to enacting legislation to improve and bolster 
the regulatory framework for the housing GSEs. NAHB supports the establishment of a 
regulatory structure that can ensure that the housing GSEs operate in a safe and sound manner 
while effectively and assertively pursuing their housing mission. NAHB believes that the 
housing GSEs are essential components of the nation’s housing finance system and our foremost 
interest is that change in the regulatory regime should not, in any way, diminish the benefits that 
these entities provide to home buyers and renters. 

Although there is a myriad array of factors and ingredients to consider in the reform debate, 
NAHB believes the optimal approach to GSE reform incorporates four guiding principles: First, 
the advantages available to the GSEs through the public/private partnership of the housing 
finance system should be retained. Second, reform measures should reinforce the obligation of 
the GSEs to channel those advantages to the nation’s home buyers and renters. Third, the most 
efficient and demonstrable method of accomplishing this objective is through enhanced safety 
and soundness regulation and stronger GSE affordable housing requirements. Fourth, there must 
be a balance between safety and soundness oversight and mission regulation so as not to impede 
the GSEs’ housing mission. 

NAHB believes that H.R. 1427, the “Federal Housing Finance Reform Act of 2007,” (the House 
Bill) which passed the House last May, makes significant progress in meeting these objectives. 

NAHB’s views on the current GSE regulatory reform discussions can be effectively distilled 
down to six key components: (1) regulatory structure; (2) program oversight; (3) conforming 
loan limits; (4) affordable housing requirements; (5) capital requirements; and, (6) portfolio 
limits. The remainder of NAHB’s statement addresses these components. 

Regulatory Structure 

An overriding issue in the GSE regulatory reform discussion is achieving the appropriate balance 
between safety and soundness and mission oversight in the structure and governance regime of 
the regulator. It is a priority for NAHB that Congress establishes a strong system for regulating 
the safety and soundness of the GSEs without displacing the focus on the housing mission of the 
GSEs. 

As mentioned, the Department of Housing and Urban Development (HUD) currently oversees 
the mission of Fannie Mae and Freddie Mac, including approving new programs and establishing 
and enforcing affordable housing goals (annual mortgage purchase targets that Fannie Mae and 
Freddie Mac must reach). The Office of Federal Housing Enterprise Oversight (OFHEO), an 
independent agency within HUD, oversees the financial safety and soundness of Fannie Mae and 
Freddie Mac. For the FHLBanks, another independent agency, the Federal Housing Finance 
Board (FHFB) regulates both mission and financial safety and soundness. 
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Several questions have been raised as to how to better configure this oversight system. One area 
of inquiry with bearing on the mission/safety and soundness balance is the location and 
independence of the GSE regulator. NAHB believes the regulator should be an independent 
entity outside the control of any cabinet department or regulatory agency. The agency must have 
independence or autonomy in pursuing its regulatory duties. 

Perhaps the greatest concern for NAHB in this area is the governance of a new GSE regulatory 
agency. Ideally, NAHB believes the new regulator should be governed by a board modeled on 
the Federal Deposit Insurance Corporation (FDIC), where the board seats are divided between 
government representatives and private individuals with appropriate regulatory expertise. In the 
case of the GSE regulator, the board would be made up of the Secretaries of HUD and Treasury 
and three private individuals, one of whom would serve as the board chair. The goal is to infuse 
additional expertise in and concern for housing and housing finance through the appointment of 
individuals with such credentials. 

As an additional counterbalance between mission and safety and soundness regulatory 
objectives, NAHB supports the creation of deputy director positions to oversee the various 
regulatory elements. In this regard, NAHB supports separate regulatory divisions for oversight 
of safety and soundness and for regulation of housing mission. NAHB encourages the 
Committee to ensure that the FHLBank mission and safety and soundness oversight reflects the 
unique mission, operating structure and charters of the FHLBank System. 

Program Approval 

An important part of the mission oversight responsibilities of a GSE regulator is the review of 
activities to ensure conformance with a GSE’s charter and public purpose. In addition to 
providing liquidity and lowering borrowing costs in the housing finance system, the housing- 
related GSEs support innovation in mortgage products and programs as well as technological 
improvements that address housing needs. In considering a new GSE regulatory regime, a key 
challenge involves developing a program review and approval process that is sufficiently 
rigorous to ensure charter compliance, support for achievement of affordable housing goals, and 
safety and soundness while facilitating the GSEs’ ability to continue to engage in program, 
product and technological innovation to address market needs in a timely manner. 

NAHB supports a program approval process for the Enterprises that ensures they are operating 
within their charters and undertaking activities in a safe and sound manner. The program 
approval process should also accommodate innovation and prompt responses to market needs. 

To accomplish that, program oversight should focus on broad categories of programs and should 
not involve micromanagement of individual activities within an approved program area. 

Prior approval should only be required for new “programs” that represent broad areas of 
“products” and/or “activities” that are significantly different from those previously undertaken. 
New activities under previously approved programs should not require prior approval. However, 
the regulator should be notified in advance before a new activity under an approved program is 
undertaken. Review of previously approved programs and activities should occur only as a part 
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of safety and soundness supervision. The regulator should be granted a reasonable, but limited 
period of time for review of new programs submitted for prior approval. 

The key criteria in the program approval process should be whether a program is permitted under 
a GSE’s charter and needed to facilitate achievement of mission, including affordable housing 
goals. Safety and soundness of new activities should be a factor only if it is determined that the 
nature or scope of the activity cannot be adequately addressed through risk-based capital 
requirements and that the proposed activity poses a significant threat to the financial health of the 
GSE, 

Conforming Loan Limits 

By their charters, Fannie Mae and Freddie Mac are restricted to purchasing mortgages with loan 
amounts at or below their statutory loan purchase limit, referred to as the “conforming” loan 
limit. The conforming loan limit is increased annually on the basis of the annual percent change 
in the average home price index computed by the Federal Housing Finance Board (FHFB). The 
loan limit ceiling is 50 percent higher in Alaska, Hawaii, Guam and the U.S. Virgin Islands to 
account for higher housing costs in these areas. 

NAHB supports the current statutory procedure for adjusting the conforming loan limit, which 
only allows for percentage increases in the limit that correspond to increases in the underlying 
index. NAHB opposes measures that would permit the conforming loan limit to decrease in 
proportion to a year-to-year decline in the statutory home price index. A decrease in the 
conforming loan limit would disrupt mortgage markets and, considering the length of the 
mortgage process, would be a source of apprehension among borrowers. The conforming loan 
limit has been held at the previous year’s level in those years when the index has declined and 
these decreases have been netted out of increases in subsequent years. This system has worked 
well and has provided stability in times when the home price index has increased, as well as 
when it has decreased. 

The current statutory system, however, inhibits origination of conforming loans in states where 
typical home prices exceed the conforming loan limit. Thus, borrowers in these states cannot 
benefit from lower rates on conforming loans. The interest rate disadvantage faced by mortgage 
borrowers in higher-cost states has increased tremendously during the mortgage market turmoil 
of the past seven months. To rectify this situation, NAHB supports the establishment of a high- 
cost area exception that would allow the conforming loan limit in high cost areas to reflect the 
higher home price distribution, subject to an overall cap. 

As mentioned, NAHB appreciates the action of the Senate to include a temporary increase in 
Fannie Mae’s and Freddie Mac’s conforming loan limits in the recently enacted economic 
stimulus legislation. The Stimulus Act raises the loan amount the GSEs can purchase up to the 
greater of the current national conforming loan limit of $417,000 or 125% of the local median 
home price. The limit is capped at $729,750 and is available for loans originated between July 1, 
2007 and December 3 1, 2008. This provision is a step toward increasing the availability of 
mortgage money in higher-cost areas and resolving some of the serious dislocations that have 
occurred in specific market segments. However, NAHB believes comprehensive reform of GSE 
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regulation is a prerequisite for effective and sufficient mission accomplishment by Fannie Mae 
and Freddie Mac through use of the expanded loan caps. Without coordinated and balanced 
oversight of mission and safety and soundness of Fannie Mae and Freddie Mac, the results of the 
loan limit increase will continue to be retarded by inappropriate regulatory impediments and 
insufficient mission motivation on the part of the Enterprises. This fact lies at the heart of 
NAFIB's belief in the importance of prompt completion of work on a full GSE reform bill. The 
legislation should extend the conforming limit increase to two years to allow sufficient time for 
implementation and results. 

NAHB has reservations about restricting activity under increased conforming loan limits to 
mortgages that are securitized and sold. Such a limitation unnecessarily restricts Fannie Mae’s 
and Freddie Mac’s operational flexibility and could undercut the benefits of the limit increase. 
Ultimately, borrowers are unaware of the workings of the secondary market for mortgage loans. 
These borrowers should not be affected differently if a loan is targeted to be held in a GSE’s 
portfolio or if a loan will be used as collateral for a mortgage-related security. 

Affordable Housing Requirements 

NAHB believes the housing GSEs can and should do more to accomplish their affordable 
housing mission. The affordable housing requirements for Fannie Mae, Freddie Mac and the 
FHLBanks should be strengthened to ensure a more effective and targeted transfer of GSE 
benefits to the housing marketplace. Such changes, however, should not be undertaken in a 
manner that impairs the GSEs’ ability to achieve their mission of providing liquidity to the 
mortgage markets. 

Presently, Fannie Mae and Freddie Mac are required by law to meet annual housing goals 
established by the Department of Housing and Urban Development (HUD). The housing goals 
track Fannie Mae’s and Freddie Mac’s purchases of mortgages for low- and moderate-income 
people (the low/mod goal); loans in underserved geographically targeted areas (the underserved 
areas goal); and, mortgages for very-low income people and neighborhoods (the special 
affordable goal). Each of the 12 FPILBanks is required by law to contribute at least 10 percent of 
its annual net earnings to an Affordable Housing Program (AHP). The AFfP subsidizes the cost 
of housing for very-low-income and low- or moderate-income owner-occupied and rental 
housing. The subsidy may be in the form of a grant (“direct subsidy”) or a below-market interest 
rate on an advance (loan) from the FHLBank to a member lender. 

Affordable Housing Goals for Fannie Mae and Freddie Mac 

Housing goals levels should continue to be established through regulations that incorporate 
general statutory criteria. NAFIB recommends that the legislation should specify that the goals 
levels should be calibrated to the midpoint of the regulator’s market estimates. NAHB believes 
setting the goals levels at the midpoint of the market estimates minimizes the risk that the goals 
are unfeasible simply because they do not reflect current market conditions. In this scenario, 
NAHB believes that the GSEs would be well-positioned to make immediate enhancements to 
their affordable housing initiatives. 
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NAHB believes that the current statutory income definitions in the affordable housing goals are 
too generous. Each income level should be lowered to focus Fannie Mae and Freddie Mac more 
directly on lower-income populations. NAHB believes that more narrowly tailored income 
definitions will result in more concentrated efforts by the GSEs and expand homeownership and 
economic opportunities to people and areas most in need. 

Further, we believe the housing goals provisions should specify in legislation that single family 
refinancing activity should be eliminated from the market size estimates and goals calculations. 
The volatility of refinancing activity has a significant impact on market size estimates and on the 
ability of the enterprises to meet the housing goals without disrupting the secondary market. 
Refinancing volume is driven by interest rate fluctuations, not by enterprise outreach activities, 
Removing single family refinance transactions from the market estimates and goals calculations 
would eliminate these negative effects and would focus Fannie Mae’s and Freddie Mac’s 
activities directly on supporting affordable housing home purchase transactions. 

In the multifamily area, NAHB supports the expansion of the current statutory definition to 
include dwelling units assisted by the low-income housing tax credit as well as credit for units 
financed by Housing Finance Agency (HFA) bonds. These changes address serious 
shortcomings in the present housing goal statute which does not permit such investments to be 
counted as goals-qualifying activities. These instruments finance much of the newly built 
multifamily rental housing that is affordable to households with low- and moderate-incomes. 
Thus, the Enterprises should get goals credit for purchases of mortgages on properties that were 
financed with these instruments. 

Further, NAHB strongly supports additional requirements for smaller projects, particularly for 
projects of 5 to 50 units. These units are key sources of affordable housing for large numbers of 
low- and moderate-income households, first-time homebuyers and minorities. NAHB has long 
supported improved financing mechanisms for small projects. Financing for small projects often 
is difficult to obtain and relatively expensive compared to financing costs for larger projects. 
Small project loans are generally made by portfolio lenders who hold the loans in portfolio. 
Given the importance of small projects in providing affordable housing, HUD provided bonus 
points for the GSEs’ purchase of such loans in its 2001-2003 Housing Goals rule. The bonus 
points system worked as the GSEs doubled their purchases of small multifamily loans during this 
time. Unfortunately, HUD eliminated the bonus point system in the current housing goals rule 
and the GSEs’ focus on smaller properties has waned. Establishing small projects requirements 
will re-focus the GSEs on this important source of affordable housing. 

Duty to Serve Underserved Markets 

NAHB supports establishing a duty for the Enterprises to serve underserved markets. Such a 
provision would direct the Enterprises to develop products and engage in activities to reach the 
most difficult underserved housing markets, including manufactured housing, affordable housing 
preservation, rural and other underserved markets. NAHB notes that such a provision would 
encourage the Enterprises to expand beyond better-served markets, similar to the bonus point 
system under HUD’s 2001-2003 housing goals rule. NAHB believes that an underserved 
markets requirement would work in a similar way as a means to direct GSE purchases toward 
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specific market segments. NAHB recommends that the list of underserved markets should 
include very low-, low- and moderate-income first-time and minority home buyers. 

Affordable Housing Fund for Fannie Mae and Freddie Mac 

NAHB strongly supports the creation of an affordable housing fund established through annual 
contributions by Fannie Mae and Freddie Mac and modeled on the statutorily prescribed 
Affordable Housing Program (AHP) of the Federal Home Loan Bank System. Such a fund 
would, in combination with more challenging housing goals standards, raise the bar for Fannie 
Mae's and Freddie Mac’s mission activities to more effectively channel benefits of their GSE 
charters to serve housing needs that are currently unmet. The goal of the fund is to support 
activities that cannot be undertaken as part of Fannie Mae’s and Freddie Mac’s traditional 
lending and investment business. 

The focus of this fund would be to increase affordable homeownership and rental opportunities 
for very-low and extremely-]ow income households, increase and preserve the supply of housing 
for such households and support infrastructure development in connection with housing. In 
addition, the fund should seek to leverage investments from other sources to support 
development financed by fund grants. 

It is important to provide for a fair allocation of the funds. Allocation of grants should be based 
on the qualities of proposed housing rather than the characteristics of the sponsor as a basis for 
awarding grants. In addition, there should be standards for applicants to demonstrate both the 
experience and capacity to successfully and efficiently employ funds. This would ensure that 
funds are put to the most effective use. 

Revisions to the FHLBank Affordable Housing Program 

NAHB recommends revising the statute for the Federal Home Loan Bank Affordable Housing 
Program (AHP) in order to remove the current statutory priority for allocations to nonprofit 
sponsors in the competitive selection criteria. This part of the law has impeded participation by 
NAHB’s members in the AHP. The exclusion of capable and experienced for-profit housing 
producers needlessly works against the goal of providing housing most efficiently in areas where 
it is needed most. 

Capital Requirements 

Capital requirements for financial institutions establish the level of reserves that these 
organizations must maintain to protect against their exposure to various types of risks, including 
credit risk of loans and guarantees, interest rate risk of the balance sheet, and management and 
other operational risk. Capital requirements also limit the degree to which financial institutions 
can leverage their sources of funds in pursuing business opportunities. Generally, financial 
institutions are held to two separate capital standards: a risk-based requirement that is driven by 
the composition of an institution’s loan and investment portfolio and other operating 
characteristics, and a minimum capital requirement that ensures some capital cushion regardless 
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of the outcome of the risk-based standard. This is the case for Fannie Mae, Freddie Mac and the 
FHLBanks, where risk-based and minimum capital requirements are established by law. 

The Committee should be mindful that changes in the GSEs’ capital requirements have a direct 
impact on the availability and cost of mortgages in the housing finance system. Higher capital 
requirements limit GSE activity, reduce the range of GSE products and programs (impairing the 
ability to serve low- and moderate-income borrowers) and increase the cost of mortgage 
borrowing. Capital requirements that exceed those dictated by the risk of GSE activities and 
operations unnecessarily reduce the flow of capital to the housing finance system and add 
unnecessarily to the cost of those funds. The result would be a significant setback to current 
efforts to expand affordable homeownership and rental housing opportunities. 

There is fairly widespread agreement that the new GSE regulator must have much greater 
authority to adjust capital requirements than the current regulators possess. Concepts and 
systems for determining risk-based capital requirements have evolved significantly since 
statutory requirements for Fannie Mae and Freddie Mac were established and it is argued that the 
current specificity of the statute in this area makes it difficult, if not impossible, for the regulator 
to adopt and maintain a state-of-the-art risk-based capital framework. 

NAHB agrees that the GSE regulator should have full authority to establish and adjust the risk- 
based capital system as the state of the art evolves. NAHB supports the removal of the current 
statutory criteria governing risk-based capital requirements for Fannie Mae and Freddie Mac to 
allow the new regulator full freedom to establish and adjust such standards through regulation. 
Comparable authority should be granted to the regulator with regard to the risk-based capital 
requirements of the FHLBanks. 

With regard to minimum capital, the most debated policy questions appear to be whether the 
minimum capital requirements should remain unchanged in statute and what degree of authority 
should be granted the new regulator to adjust the minimum requirements. Minimum capital 
requirements are intended to function as a backstop to risk-based systems and NAHB believes 
the minimum standard for the GSEs should continue to serve that purpose. NAHB supports 
maintaining the current statutory minimum capital requirements. Further, NAHB believes that 
the GSE capital requirements should address only risks that are internal to the GSEs, not external 
risks such as systemic risk in the financial sector. To that end, we support authority for the GSE 
regulator to adjust minimum capital requirements, as long as such adjustments are justified by 
changes in actual or perceived risk to a GSE and do not unnecessarily impair the GSEs’ ability to 
achieve their mission. NAHB believes that criteria for temporary increases in minimum capital 
should be focused on the safety and soundness of the GSEs, but should also address concerns 
about the possible impact of capital provisions on mission by providing for a process where 
temporary capital increases would be regularly reviewed and returned to the statutory level once 
the “triggering” issue or issues are resolved. 

NAHB supports the fundamental principle that adjustments to minimum capital requirements 
must be temporary and that the regulator should deal with longer-term risks through the risk- 
based system. In addition, all changes to GSE capital - risk-based and minimum - should be 
undertaken through proposed regulation that provides public notice and comment, except in 
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emergency situations, where increases could be instituted and then reevaluated in a subsequent 
review and comment protocol. 

Portfolio Limits 


Proposals to arbitrarily limit or reduce the portfolios of Fannie Mae and Freddie Mac are 
misguided and would have significant adverse effects on the housing finance system. Both 
Fannie Mae and Freddie Mac hold sizeable portfolios of mortgages and mortgage-backed 
securities, which play an important role in stabilizing the supply and reducing the cost of housing 
credit. 

First, the portfolios support the provision of mortgage credit through instruments, such as 
multifamily mortgages and various homeownership loans designed for lower-income borrowers 
that are not attractive to secondary market investors and, therefore, cannot be packaged and sold 
in mortgage-backed securities. Such products are expanding as more focus and requirements are 
placed on the GSEs to address the housing finance needs of more difficult to reach segments of 
the population. 

Second, the GSE portfolios have served as an important shock absorber for housing borrowers in 
times of economic crisis. This is evidenced by the relative stability in mortgage availability and 
interest rates as other sectors of the financial markets were experiencing severe volatility in 
credit availability and cost during the 1998 international debt crisis and again following the 9/1 1 
terrorist attacks in 2001 . More recently, the portfolios of Fannie Mae and Freddie Mac allowed 
them to play a major role in efforts to rebuild housing and other pressing housing finance needs 
in the Gulf Coast areas that suffered hurricane devastation in 2005. Fannie Mae and Freddie 
Mac stepped up their portfolio purchases to stabilize the mortgage markets in all of these periods 
and mortgage credit remained available at affordable rates. 

Third, the added demand from Fannie Mac’s and Freddie Mac’s portfolio purchases helps to 
lower yields on mortgage-backed securities which flow through to lower rates on the underlying 
mortgages. Some have argued that removing Fannie Mae and Freddie Mac as buyers in this 
market would have no impact on mortgage borrowing costs. NAHB believes that such a position 
ignores the basic economic principle of supply and demand. Cutting GSE portfolio holdings by 
more than a trillion dollars, as some have proposed, would certainly have a major adverse impact 
on mortgage rates, even if the reduction were phased in over a number of years. 

Finally, GSE portfolio operations have facilitated an expansion of investors in the U.S. housing 
markets. Foreign investors have supplied increasing amounts of capital for residential mortgages 
in this country through purchases of GSE debt and currently account for a significant portion of 
such holdings. Some foreign investors are reluctant to invest in mortgage-backed securities, 
primarily due to unfamiliarity with fixed-rate, long-term mortgage collateral and concern over 
prepayment risk on such loans. The GSEs have successfully negotiated this obstacle by 
purchasing and holding mortgage -backed securities through funding provided by sales of their 
debt to foreign investors. GSE portfolio restrictions, therefore, would constitute a major setback 
to successful efforts to broaden the sources of capital for the U.S. housing markets. 
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NAHB recognizes that Fannie Mae and Freddie Mac also are able to generate profits through 
their portfolio operations by virtue of the spread between their advantaged borrowing costs and 
market yields on mortgage-backed securities. NAHB shares the concern that has been expressed 
that such profits have been directed too extensively to GSE shareholders and executives. 
However, NAHB believes the best way to address this is not through restricting and shrinking 
GSE portfolios. Such actions would undercut the GSEs’ ability to continue the pursuit of the 
valuable results outlined above. Instead, NAHB believes that the recommendations contained 
elsewhere in this statement to toughen GSE affordable housing requirements, including 
mandating annual Fannie Mae and Freddie Mac contributions to an Affordable Housing Fund, 
would succeed in more effectively directing GSEs’ portfolio profits to mission purposes. 

With regard to safety and soundness, the new regulator should hold each GSE accountable to 
have the strategies, systems, personnel and capital that are adequate to fully mitigate any risk to 
the Enterprises associated with the holding of mortgages and mortgage-backed securities as well 
as other portfolio investments. This would include the establishment of risk-based capital 
requirements to provide appropriate capital coverage for all portfolio-related activities. In 
addition, review of portfolio functions and operations should be an integral part of the regular 
safety and soundness examinations conducted by the regulator. Specific limits on the GSEs’ 
portfolios therefore are overreaching and unnecessary in addressing their safety and soundness. 

Conclusion 


NAHB appreciates the opportunity to submit our views on the regulation of Fannie Mae, Freddie 
Mac and the Federal Home Loan Banks, the housing GSEs. It goes without saying that the GSEs 
have been and continue to be critical components of the nation’s housing finance system, a 
system without equal anywhere in the world and one that contributes so much to the national 
economy. For this reason, NAHB fully supports the Senate Banking, Housing and Urban Affairs 
Committee’s consideration of regulatory reforms to these critical entities, and urges the 
committee to act promptly to advance bi-partisan legislation. 

NAHB is pleased to be part of the process to improve a clearly lacking oversight system, 
establish a strong and effective regulator and ensure that the GSEs continue to expand housing 
opportunities for American families. We believe that this process can be a success without 
undercutting the GSEs’ housing mission if the following areas are addressed: one , balance 
housing with safety and soundness concerns; two , maintain the GSEs’ flexibility to respond 
promptly, within their charters, to market needs; three , extend the increase of conforming loan 
limits in high cost areas; four, focus and enhance GSE benefits to expand affordable housing 
opportunities; five , employ capital as a precise instrument of risk management; and, six, preserve 
GSE portfolios as tools for achieving liquidity and affordable housing mission. 

NAHB looks forward to working with the Congress to use these principles to achieve our mutual 
goals as the legislative process moves forward. 


Page 1 1 
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Testimony of Nancy O. Andrews 
President and CEO of the Low Income Investment Fund 
presented to the Committee on Banking, Housing and Urban Affairs 
United States Senate 

"Reforming the Regulation of the Government Sponsored Enterprises" 

March 6, 2008 

Thank you Chairman Dodd and Ranking Member Shelby for including the perspective of 
community development lenders in this important hearing. My name is Nancy Andrews, and I am 
the Chief Executive Officer of the Low Income Investment Fund (LIIF). We are a national 
community development financial institution (CDFI), whose mission is poverty alleviation. 

I will focus my comments on how Fannie Mae and Freddie Mac can provide even greater 
support to affordable housing for those most in need. Specifically, I will discuss the need for an 
affordable housing fund, which would make a big difference in the ability to serve both the CDFI 
industry and the GSEs' collective mission to serve a greater number of low-income people with 
affordable housing. 

I will make three key points in my testimony today: 

■ First, having strong and stable GSEs focused squarely on the mission of affordable 
housing is essential. 

■ Second, deeply targeted affordable housing must be part of any GSE reform effort and 
the creation of an affordable housing fund will accomplish this. 

■ And finally, the formation of the Capital Magnet Fund proposed by Senator Reed in his 
"Government Sponsored Enterprise Mission Improvement Act," Senate bill 2391, would 
have, by far, the greatest impact and deepest reach for serving low-income people and 


communities. 
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Background on the Low Income Investment Fund & CDFIs 

Over its 23-year history, UIF has provided approximately $700 million in financing for 
community projects in 26 states. LJIF's capital is part of the puzzle in producing affordable 
housing - and the need is great. The National Low Income Housing Coalition, on whose Board I 
serve, estimates that there is a deficit of over five million units affordable to very low-income 
populations. The Coalition's "Out of Reach" publication also establishes that there is "no county 
in the U.S. where the average rental unit is affordable to someone earning the minimum wage." 

UIF responds to this problem by providing capital when banks cannot or will not lend, and 
you can measure our impact through our track record. We have financed: 

• 54,000 homes for families and kids; 

• 47,000 spaces of safe, high-quality childcare; 

• 40,000 spaces in schools where children can get a good education; and, 

• Over 2.5 million square feet of commercial space. 

About three-fourths of our projects serve very low-income families. This is truly deep-reach 
lending. Yet in 20+ years, UIF has suffered capital losses of only 0.07 percent - that's less than 
a tenth of one percent. This prudent and sound deployment of private capital has leveraged 
additional investments of nearly $5 billion. This story is primarily a story about leverage, and 
that's one of the main points of my testimony. 

My organization's track record is not unique. Across the country, there are hundreds of 
CDFIs. In fact, there are CDFIs in every state. Collectively, we provided $4.75 billion in financing 
in 2006 alone. 1 This financing served low-income families and neighborhoods with housing, jobs, 
schools, health care centers, and economic growth projects. 


1 CDFI Data Project, "The CDFI Data Project," (2008): 

http://www.opportunityfinance.net/industry/industry_sub2.aspx?id=236. There were 505 CDFIs surveyed. 



310 

Testimony of Nancy Andrews 
Senate Banking Committee, March 6, 2008 
Page 3 of 18 

I've included examples of CDFI work In several states at the end of this document. Just one 
example of my organization's work is a $10 million construction loan to preserve the Elva McZeal 
Apartments in Brooklyn, New York, This is a 142-unit project that provides Section 8 subsidized 
housing. The apartments will be renovated and converted to home ownership for the tenants, all 
of whom are very-low income and primarily single, female-headed households. The tenants will 
be provided affordable fixed-rate mortgages with which to purchase their homes. UIF estimates 
that the economic benefits to residents are over $50 million over the lifetime of the project. 

CDFIs finance small businesses, homeownership, affordable rental housing, childcare 
facilities, and charter schools. There are more than 1,000 CDFIs in the United States. Despite this 
small number, CDFIs are leading the financial services industry in developing innovative and 
socially responsible strategies to deliver credit to working poor and low-income families and 
communities. Over the past 30 years, CDFIs have provided more than $23 billion in financing that 
would not otherwise have happened in markets that conventional finance would not otherwise 
reach. We are able to lend successfully in these markets in part because CDFIs build their 
borrowers' capacity by combining financing with technical assistance such as homeownership 
counseling, entrepreneurial training, and financial literacy education. 

America Faces a Critical Shortage of Affordable Homes for Very-Low 
Income People 

Today, very low-income Americans face a critical shortage of affordable, decent homes. And 
the problem is worsening dramatically. Harvard University's "State of the Nation's Housing 2006" 
reports that in the 10 years between 1993 and 2003, America lost 1.2 million units of housing 
affordable to poor families. The federal government directly supports only about five million 
households through all of its direct housing expenditures, such as public housing, Section 8, and 
other forms of assistance. This number has not changed significantly in more than a decade. 
Meanwhile, median housing costs have climbed relentlessly through this period while thousands 
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of homes that received project-based assistance through earlier programs like Section 236 have 
been lost to very low-income people because of sale, conversion to higher income uses, or 
demolition. 

A recent report based on an analysis of the 2005 "American Community Survey" and 
published by the National Low Income Housing Coalition summarized the problem succinctly: 

Between 2001 and 2005: 

■ The number of extremely low-income renters increased at a faster rate 
than any other income and tenure group; 

■ The only significant population shift from renting to owning was among 
upper- and middle-income households; 

■ The number of households facing a severe housing cost burden 
increased 23 percent nationwide; and 

■ The increase in severe housing cost burden was primarily due to the 
addition of more than one million severely cost burdened, extremely low- 
income renters. 

As a result, in 2005: 

■ Only 38 affordable and available units existed for every 100 extremely 
low-income renter households nationwide; 

■ About 3.4 million households lived in crowded homes, and approximately 
850,000 were without complete bath or kitchen facilities; and 
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« Low-income Americans faced unsustainable housing cost burdens in all 
50 states and the District of Columbia. 2 

Healthy GSEs are Essential for Affordable Housing Mission 

I believe a strong and sound GSE system is essential to a healthy housing market and to the 
GSEs' affordable housing missions. 

We support strengthening Fannie and Freddie's Affordable Housing Goals. Fannie Mae and 
Freddie Mac should have reporting guidelines. Specifically, the low-income housing goals should 
be tightened. We also endorse multi-family and refinance goals as proposed by Senator Reed. 

GSEs must lead the industry in bringing solutions to underserved markets and have a duty 
to serve these markets, recognizing that a reasonable rate of economic return may be less than 
the return earned on other activities. These markets include manufactured housing, affordable 
housing preservation, subprime borrowers (disallows loans with predatory lending characteristics, 
CDFIs, rural and other underserved markets, and any other markets the Secretary designates. 
The GSEs must report annually to Congress on their progress to ensure this is accomplished. 

There is, however, a part of the housing production spectrum the GSEs have never been 
able to reach effectively: affordable rental and ownership housing for very low- and extremely- 
low income families. CDFIs lend to these deep-reach projects every day in all 50 states, and have 
done so for more than three decades with very few losses. We know how to safely and soundly 
introduce these opportunities to the capital markets and our underwriting rivals that of standard 
banks. We believe that sound underwriting combined with financial education is key. But we 
could do this at far greater scale in partnership with the GSEs. 


2 Danilo Pelletiere, PhD and Keith E. Wardrip, National Low Income Housing Coalition, Executive Summary, 
"Housing at the Half: A Mid-Decade Progress Report from the 2005 American Community Survey," 
(February 2008): http://www.nlihc.org. 
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Additionally, the GSEs must take a leadership role in tackling the enormous devastation 
created by the subprime meltdown and foreclosures that are affecting low- and moderate-income 
communities across the country. 

Finally, there must be certain penalties and remedies for failure to comply by the GSEs. 

An Affordable Housing Fund is Vital to the GSE Mission 

It is for this reason that the CDFI industry strongly supports Senator Reed's proposal to 
create an Affordable Housing Fund requiring Fannie Mae and Freddie Mac to set aside 4.2 basis 
points on each dollar of new business purchases. 

Sixty-five percent of the set-aside from Senator Reed's bill would go to an Affordable 
Housing Block Grant Program administered by the Secretary of Housing and Urban Development. 
In the first year after enactment, this fund would be allocated to the states by formula to help 
address the current subprime mortgage crisis. Funds should be distributed to the states to: 

■ Facilitate loan modification and refinance options for low- and moderate-income 
borrowers facing foreclosure; and 

• Expeditiously made available to low- and moderate-income homebuyers, 
properties that have been foreclosed upon. 

After 2008, the funding should be distributed to the states for the development, 
construction, and preservation of housing for very low- and extremely low-income families. The 
GSEs should not be able to count contributions to the Affordable Housing Block Grant Program 
toward their housing goals and duty to serve underserved markets unless the GSEs purchase 
mortgages created from the grants with capital outside of the annual 4.2 basis points on new 
business. And there should be tracking measures for the grants to allow for complete 
transparency of the projects, including financial and project reporting, record retention, audits, 
and any other requirements needed. 
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Prioritization in funding recipients should go to where there is the greatest need based on 
geographic diversity, ability to obligate amounts and undertake activities in a timely manner, the 
extent to which rental projects are affordable, especially for extremely low-income families, the 
time period for which rents remain affordable, the extent the application makes use of other 
funding sources, and the merits of the applicant's proposed eligible activity. 

Senator Reed's bill does not include the Federal Home Loan Banks. This is because they 
already have their own Affordable Housing Program and are contributing at least 10 percent of 
their previous year's net earnings for this, subject to a minimum annual combined contribution by 
the Banks of $100 million. However, I encourage you to consider a similar affordable housing 
goal structure as Fannie Mae and Freddie Mac to ensure that the FHLBs are fulfilling their 
missions. 

The FHLB Affordable Housing Program subsidizes the cost of affordable owner-occupied and 
rental housing targeted to individuals and families with incomes at or below 80 percent of the 
median income for the area. Since the program's inception, the Banks have awarded more than 
$2 billion in grants through its members. This, however, does not reach the nation's neediest 
citizens. The area median income should be tightened as Senator Reed suggests for the other 
affordable housing programs. 

Between 1990 and 2004, nearly 430,000 housing units have been subsidized through these 
grants. In 2004, $229 million was made available by the Banks to subsidize 39,802 units of 
owner-occupied or rental housing. The success of the AHP is an example that deepening Fannie 
and Freddie's responsibilities towards affordable housing must be a part of any type of GSE 
reform. 

Even with this success, the FHLB System does not go far enough to reach those most in 
need. Today, there is no current federal housing program that increases the supply of housing 
affordable to those with the greatest need in this country. 
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GSE reform legislation should establish a community economic development fund 
analogous to its Affordable Housing Program (AHP) by modifying the FHLBs' RefCorp payment 
obligation. For transparency, the FHLBs should also be required to share information among the 
Banks to allow each Bank, its members, and the public to evaluate the financial condition of the 
other Federal Home Loan Banks individually and the Federal Home Loan Bank System. 

We strongly encourage you to take a close look at the FHLB System and make reforms that 
encourage reaching our iowest-income communities with affordable housing, economic, and 
community development. 

Capital Magnet Fund will have the Greatest Impact on Affordable Housing 

Within the new Affordable Housing Fund, Senator Reed is proposing a Capital Magnet Fund, 
capitalized by the other 35 percent of the set-aside. The Capital Magnet Fund would be 
administered by the Secretary of the Treasury and would be a perfect complement to the 
Affordable Housing Block Grant Program. But, it would have a separate purpose, use, and 
structure. This purpose is to leverage GSE dollars with private dollars to expand much-needed 
housing and economic development for our extremely low- and very low-income families and 
communities. 

Uses for the Capital Magnet Fund include development, preservation, rehabilitation, or 
purchase of affordable housing for primarily extremely low-, very low-, and low-income families, 
and community or economic development activities in support or to sustain an affordable housing 
project. Eligible activities include loan loss reserves, revolving loan funds, equity capital for 
affordable housing funds, equity capital for community or economic development funds, and risk 
sharing loans. 

With the increasing sophistication and scale of the community development industry, we 
believe high-performing organizations could use grants from the Capital Magnet Fund to attract 
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substantial investment from the private sector, producing greater results with a given level of 
resources. The Capital Magnet Fund would not use the GSE contributions to subsidize individual 
projects; instead, it would enable recipients to create pools of capital to support multiple 
projects. 

The Capital Magnet Fund would be used by CDFIs and other mission-driven developers to 
do what they do best: leverage private investment into poor communities. According to the 
Treasury Department, CDFIs leverage $19 in private investment for each federal dollar invested. 3 
The proposed Capital Magnet Fund takes resources that the GSEs earn, partly on the strength of 
their special relationship with the government, and puts them to work more effectively and more 
directly than either Fannie or Freddie have demonstrated they are able to do independently. 

So, for example, a $10 million investment from the Capital Magnet Fund into LIIF would 
mean we could invest $200 million in affordable housing projects. CDFIs across the country can 
do the same thing as shown by the examples induded at the end of this document. 

This approach stretches the enterprises' helping hand to communities and neighborhood 
projects that are currently out of reach in an innovative and high leverage manner. This strategy 
is smart subsidy— it not only offers high impact for resources, but simultaneously delivers much 
needed liquidity to benefit the people and markets most in need. This is good for the enterprises, 
good for the taxpayer, and good for low-income and underserved communities. Creating a 
Capital Magnet Fund to garner more aggressive pricing and underwriting of the enterprises' core 
business products, including mortgage lending, as well as other private capital, will facilitate the 
financing of affordable housing and community development by nonprofits and other mission- 
driven developers. 

Since the Capital Magnet Fund's purpose is to leverage private sources of capital with an 
initial federal investment, it makes sense that its administration is with a recognized federal 

3 CDFI Fund figures available at http://www.cdfifund.gov/impact_we_make/overview.asp. 
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agency that serves this purpose. The U.S. Treasury Department's Community Development 
Financial Institutions Fund (CD FI Fund) was created for promoting economic revitalization and 
community development. 

Since its creation, the CD FI Fund's $842 million in equity investments has generated an 
additional $2.6 billion in non-federal financing in emerging domestic markets. CDFIs are using 
scarce federal resources to leverage capital and community impact that is many times greater 
than the dollars received. According to the U.S. Department of Treasury, CDFIs leverage $19 in 
non-federal funds for each federal dollar invested. 4 In addition, the CDFI Fund has allocated $16 
billion in New Markets Tax Credit investment authority. This established and successful 
government agency is well equipped to administer the Capital Magnet Fund. 


Conclusion 

In conclusion, the GSEs can and must play a stronger role In supporting housing affordable 
to very low-income families. They also must be financially sound, and this should come first. 

They have done much, but they can do more. Working with the GSEs through the Capital Magnet 
Fund, CDFIs can draw private investment into projects they would not otherwise be able to 
support; we can do this safely and soundly; and we can multiply the impact of the federal dollar 
many times over. The combination of strengthened goals, the Affordable Housing Fund, which 
includes the Affordable Housing Block Grant Program and the Capital Magnet Fund, will create a 
formula of success that will allow the GSEs' to reach deeper than ever before to serve our 
nation's very low-income families. 


4 "The Differenced the CDFI Fund Makes," CDFI Fund website (2008): 
http://www.cdfifund.gov/impact_we_make/overview.asp. 
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There is a part of the housing production spectrum the GSEs are not yet reaching. CDFIs 
lend to these deep-reach projects every day in all 50 states, and have done so for more than 
three decades with very few losses. We know how to safely and soundly introduce these 
opportunities to the capital markets. But, the GSEs are the missing link in the chain. I urge you to 
establish an Affordable Housing Fund that includes the Capital Magnet Fund in any GSE reform to 
allow us to make the GSEs our partners and to complete the chain. 

Thank you again for the opportunity to speak today. 
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Community Development Financial Institutions Examples 
Alabama. Cahaba Serves Calhoun and Jefferson Counties in Alabama, which includes the 
Birmingham metropolitan area Cahaba utilizes its New Markets Tax Credit (NMTC) allocation to 
provide equity and loans to commercial real estate projects, including retail, community service, 
office, for-sale housing, and light industrial/commercial service uses. The NMTC allocation 
enables Cahaba to offer products that are more favorable, including loans at below-market rates; 
and that the discount afforded by the NMTC will lead to lower rents in the low-income 
neighborhoods, thereby making commercial and retail users more capable of profit in its target 
location. (Birmingham, AL) 

Colorado. Colorado Housing Enterprises, LLC (CHE) is a start-up CDFI with a mission of 
increasing home-ownership opportunities for low-income families in Alamosa, El Paso, and Routt 
Counties in Colorado. CHE used its $396,000 2005 financial assistance award from the CDFI Fund 
to expand its target market, develop new products, better track community development 
impacts, all resulting in better service to its clients. (Westminster, CO) 

Connecticut. South Hartford Initiative has been providing home and business loans to one of 
the most economically disadvantaged areas of Hartford, CT. Efforts of the South Hartford 
Initiative have resulted in loans of $3.8 million dollars and additional leveraged capital of $8.4 
million for 46 businesses in South Hartford. (Hartford, CT) 

Delaware. The National Council on Agricultural Life and Labor Research Fund, Inc. (NCALL 
Research) was established nearly 50 years ago and provides financial and technical assistance for 
nonprofit housing developers in the Delmarva Peninsula. NCALL is a certified CDFI established in 
1976. NCALL is a loan fund and a technical assistance and advocacy organization, assisting 
nonprofits in Delaware, Maryland, and Virginia in developing affordable rental and ownership 
housing for low-income households. NCALL used its 2006 CDFI Fund financial assistance award 
of $202,731 and a 2006 technical assistance award of $76,000 to expand its funding and 
technical assistance throughout the three states. (Dover, DE) 
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Florida, Established in 1994, Florida Community Loan Fund, Inc. (FCLF) provides loans and 
technical assistance to meet housing, economic development, and social service financing needs 
in low-income communities throughout Florida. Established in 1994, the Florida Community Loan 
Fund is a certified CDFI. It provides financing and technical assistance to nonprofit organizations 
working in low-income communities throughout the state. FCLF will use the FY07 financial 
assistance award to recapitalize its loan fund and for loans to build or rehabilitate affordable 
housing and community facilities. (Orlando, FL) 

Hawaii. Hawaii First Federal Credit Union is a low-income designated credit union serving low- 
income residents on the island of Hawaii since 1956. It currently has a main office and one 
branch and is planning to open a third branch in Hilo, Hawaii. Hawaii First offers savings and loan 
products that meet the needs of the low-income targeted population across the state including a 
responsible payday loan product and a home construction loan in partnership with the state 
Department of Housing. (Kamuela, HI) 

Idaho. Incorporated in June 2000, the Idaho-Nevada Community Development Financial 
Institution (INCDFI) provides business loans and affordable housing development financing to 
Investment Areas in the states of Idaho and Nevada INCDFI is a certified CDFI, established to 
enhance the economic independence and halt community deterioration in rural Idaho and 
Nevada by providing financing for small locally owned business, affordable housing development, 
and community infrastructure projects. The 2006 CDFI Fund financial assistance award of 
$246,500 will allow IINCDFI to leverage additional sources of financing and, over the next three 
years, nearly double the size of its loan portfolio, increase affordable rental units, and create jobs 
in low-income communities. (Pocatello, ID) 

Indiana. The National Housing Trust Community Development Fund (NHTCDF), an affiliate of 
the National Housing Trust, provided a predevelopment loan to Lafayette Neighborhood Housing 
Services (LNHS) to help preserve and convert a historic school house into affordable apartments 
for seniors living in Lafayette, Indiana. In addition to the new apartments, the building includes 
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12,000 square feet of commercial space that will house homeownership and home maintenance 
workshops for LNHS. Converting this recently abandoned high school to affordable rental homes 
was integral to Lafayette efforts to restore the surrounding neighborhood. The city, local school 
district, and many local community organizations supported this adaptive re-use facility. 
(Lafayette, IN) 

Kentucky. The Federation of Appalachian Housing Enterprise, Inc. (FAHE) is a certified CDFI 
that was established in 1980, and provides financial and development assistance to members 
providing affordable housing to low-income families and individuals in rural Appalachia, 
specifically in the states of Kentucky, Tennessee, Virginia, and West Virginia. FAHE is a certified 
CDFI established in 1981. FAHE provides an array of financial services including conventional 
mortgage products offered directly to consumers, and specialty mortgage products offered 
through its network. (Berea, KY) 

Montana. Montana Homeownership Network (MHN) is a start-up CDFI incorporated in 2001 to 
serve low-income families and residents of distressed communities throughout the state of 
Montana. MHN provides homeownership counseling and brokers a number of first and second 
mortgage programs from its parent (Neighborhood Housing Services of Great Falls). MHN 
provides homeownership loans and developmental services to a low-income targeted population 
in Montana. MHN will use its FY07 CDFI Fund technical assistance award to: 1) obtain consulting 
services to evaluate new products and staffing needs; develop a capitalization strategy, and 
conduct a market analysis in assigned counties and 2) purchase presentation materials. (Great 
Falls, MT) 

Nebraska. Community Development Resources, a certified CDFI established in 2000, provides 
financial and technical assistance related to business and housing development Lincoln, 

Nebraska. COR provides microloans, small business loans, and community development loans. 
CDR will use its FY07 CDFI Fund financial assistance award to expand its business lending 
throughout Nebraska and to support its loan loss reserves. (Lincoln, NE) 
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New Jersey, The Community Loan Fund of New Jersey (CLFNJ) provides short-term loans and 
development services to nonprofits for the purpose of affordable single- and multi-family housing 
development. CLFNJ expects to create community development impacts of 750 multi-family 
housing units developed or rehabilitated, and 375 single-family housing units developed or 
rehabilitated with Its award from the CDFI Fund. (Trenton, NJ) 

New York. AAFE Community Development Fund provides financing and homeownership 
counseling primarily to Asian-American immigrants throughout New York City. In 2000, the Asian 
Americans for Equity, Inc. created the Community Development Fund (AAECDF). AAECDF is a 
certified CDFI and offers an array of services to Asian Americans living in the New York City 
metropolitan area. It offers such services as: 1) second mortgage purchase loans; 2) First Home 
Club IDAs; 3) down payment assistance to first-time homebuyers; and 4) rehabilitation and 
emergency repair loans. AAFECDF will use its FY07 CDFI Fund financial assistance award for 
homeownership loans in its target market and its technical assistance award for outreach, 
homeownership counseling, and marketing materials. (New York, NY) 

North Carolina. Launched in 1980, Self-Help Credit Union is a federally insured, state regulated 
depository institution. Self-Help provides home and business ownership financing, targeting low- 
income, rural, women, and minority borrowers. The recent $1,398,750 financial assistance award 
from the CDFI Fund will be used to provide homeownership loans in North Carolina. Self-Help 
Credit Union is a certified CDFI and has been providing financing services since 1984. Its target 
market consists of low-income African Americans and Latinos in North Carolina and the 
Washington, DC metropolitan area, (Durham, NC) 

Ohio. The Cincinnati Development Fund (CDF) provides loans and investments to induce 
financing activities to improve the economically distressed neighborhoods known as "Uptown 
Cincinnati" (Avondale, Clifton Heights, Corryville and Mt. Auburn). Created in 1988, CDF is a 
certified CDFI, nonprofit lending institution. It was established to provide loans to finance 
affordable housing development and community revitalization in the Greater Cincinnati Area. CDF 
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will use its FY07 CDFI Fund financial assistance award to address foreclosures within its target 
market. The technical assistance grant will be used to support the staff's professional 
development, develop new products and services, and redesign its website. (Cincinnati, OH) 
Pennsylvania. Founded in 1992, Community First Fund (CFF) is a nonprofit loan fund that 
serves businesses and residents in a 13 county area of central Pennsylvania with a population 
over three million people. CFF, established in 1992, is a nonprofit economic development loan 
fund and a certified CDFI. These counties include rural areas, small towns, urban centers, and 
surrounding suburban communities, which encompasses many distressed and underserved areas. 
CFF will use its FY07 CDFI Fund financial assistance award to meet the growing demand for 
commercial real estate loans. (Lancaster, PA) 

Rhode Island. West Elmwood Housing Development Corporation (WEHDC) is a nonprofit 
housing loan fund that serves an urban market in southwestern Rhode Island. WEHDC provides 
lending and development services to improve housing for low-income people and spur economic 
activity in its target market of Providence County, RI. The WEHDC uses the CDFI Fund financial 
assistance to provide loans to more first-time homeowners and increase the number of home 
rehabilitation loans provided. (Providence, RI) 

South Dakota. Dakotas America, LLC provide debt and equity capital to support emerging 
businesses in North Dakota and South Dakota in the energy, food/commodity processing, 
technology, retail service, health care and tourism sectors. Its service area includes regional 
Native American reservations, areas of extreme rural out-migration, EZ/EC communities, and low- 
income communities that exhibit some of the nation's most adverse economic conditions. The 
NMTCs are used to create loans that offer significantly lower rates, and other more favorable 
terms such as higher loan-to-value ratios, unsecured status, lower solvency requirements, 
extended maturity or reduced payments, and "quasi-equity" characteristics in support of gap 
financing. (Sioux Falls, SD) 



Testimony of Nancy Andrews 
Senate Banking Committee, March 6, 2008 
Page 17 of 18 

Tennessee. Chattanooga Neighborhood Enterprises (CNE) was formed in 1986 to develop, 
finance, renovate, and manage affordable housing for low- and moderate-income families in 
Chattanooga, Tennessee. CNE operates four basic programs: development of affordable housing, 
property management, home improvement loans, and homeownership loans. It provides second 
mortgages, home improvement loans, education, and counseling to low-income residents in an 
effort to curb predatory lending in its target market. CNE will use the FY07 CDFI Fund financial 
assistance award to increase lending in its second mortgage portfolio. It will use the FY07 CDFI 
Fund technical assistance grant to hire an outreach and loan counselor who will assist help low- 
income households become homeowners. (Chattanooga, TN) 

Utah. The Intermountain Tribal Alliance (ITA) of Salt Lake City, UT is a nonprofit corporation 
devoted to the economic and cultural development of Native American peoples in the United 
States. Chartered in 2000 in the State of Utah, ITA has used its CDFI Fund technical assistance 
grant of $95,000 from the 2005 Native American CDFI Assistance Program to create a CDFI 
focusing on community development venture capital. This Native CDFI provides seed money in 
the form of equity while bringing real understanding of tribal-owned company best practice using 
the prototype developed with the Northwestern Band of the Shoshone Nation in Utah. (Salt Lake 
City, UT) 

Wyoming. Wind River Development Fund is a nonprofit business loan fund based in Fort 
Washakie, WY on the Wind River Indian Reservation. Its mission is to provide financial 
opportunities to stimulate economic development on the Wind River Reservation. WRDF provides 
small business loans and entrepreneurship development technical assistance to members of the 
Eastern Shoshone and Northern Arapaho Tribes. WRDF also assists clients with savings for 
business start-up through an IDA program. (Fort Washakie, WY) 

Nancy O. Andrews has been the President and Chief Executive Officer of the Low Income 
Investment Fund (UIF) since 1998. UIF is a community development financial institution, 
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dedicated to poverty alleviation. LIIF has access to capital resources totaling over $500 million, 
which it invests in community projects serving very low-income households. Nearly three-fourths 
of LIIF's financing serves families that are very-low income or extremely low-income. Ms. 

Andrews serves on numerous board and committees of community development and 
environmental organizations, including the National Housing Partnership Network, the 
Opportunity Finance Network, the National Low Income Housing Coalition, the Community 
Reinvestment Fund, the International Center for Forestry Research, and others. Ms. Andrews' 
background spans 30 years in the community development field. 



